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Digital Music Survey
12/11/2005

We're interested in finding out about your music listening habits. Your opinions are very important to us.
Remember, as always this information is confidential and used for research purposes only.

Do you work in any area of the recorded music industry (i.e. manufacturer, distributor, retailer, radio station,
music TV channel/show, music magazine, professional DJ, etc...)? (Note: Industry workers screened out of
study)

Yes
No
Not Sure

Have you done each of the following activities for yourself in the past 12 months?

Bought a commercially released CD (CDs sold in stores, web sites, clubs and catalogs)
Downioaded music from a free file-sharing service (i.e. LimeWire, KaZaA)

Bought music download(s) from a digital music store (i.e. iTunes, MSN Music Store)
Subscribed or listened to a digital music service (i.e. Rhapsody, Napster Unlimited)
Bumed a copy of an album or a mix of music to a blank CD

Ripped a copy of an album to a computer hard drive

Listened to music on a Portable Digital Music Player (i.e. iPod, Rio)

Subscribed or listened to satellite radio (i.e. XM, Sirius)

Purchased a ringtone ar ringback for your cell phone

Streamed music from a free website (i.e. Yahoo! Launch, AOL Music, artist website)
Listened to terrestrial radio (FM or AM)

{RANDOMIZE)

In the past 12 months, about how many commercially-released music CDs did you buy for yourseif? Type in
number for each. If none lype “0".

# Full Length CD Albums
# CD Singles

About how many commercially-reteased music CDs did you buy in the 12 months before that? Type in number
for each. If none type “0".

# Full Length CD Albums
# CD Singles

In the past 12 months, about how many digital downloads did you buy for yourself? Type in number for each. If
none type ‘0"

# Full Length Digital Albums
# Digital Songs/Tracks

About how many digital downloads did you buy for yourself in the 12 months before that? Type in number for
each. If none type 0" "

# Full Length Digital Albumns
# Digital Songs/Tracks

When was the first time that you.. ? Select one for each

Drop-down Grid

Within the past 3 months

4 10 6 months ago

7 months to less than 12 months/ 1 year ago

Sve. Reb. Ex. _ 28
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1 year to less than 2 years ago
2 years to less than 3 years ago
3 years to less than § years ago
§ years ago or longer

Don't know

Downloaded music for free

Bought music download(s)

Subscribed to a digital music service

Burned a copy of an album or a mix of music to a blank CD

Ripped a copy of an album to a computer hard drive

Boughtfowned a portable digital music player

Listened to salellite radio

Bought or downioaded a new ringtone or ringback

Streamed music from a free website (i.e. Yahoo! Launch, AOL Music, arlist website)
RANDOMIZE

What is the monthly fee you (or someone in your household) paid for the digital music subscription service?
Please select the fee that is closest to what you last paid

Drop-Down
Less than $4.99
$4.99

$5.99

$6.99

$8.99

$9.99

$10.99

$11.99

$12.99

$13.99

$14.99

$15.99

$16.99

$17.99

$18.99

$19.99 or more
Don't know

~

SX-REB003118







\

SX Exhibit 236 RP

(T 10w1zARD

FORM 6-K

VIVENDI -V
Filed: September 13, 2006 (period: September 12, 2006)

Report of foreign issuer rules 13a—16 and 15d-16 of the Securities Exchange Act






Table of Contents

SECURITIES AND EXCHANGE COMMISSION
Washington D.C. 20549 ‘

FORM 6-K

REPORT OF FOREIGN PRIVATE ISSUER
PURSUANT TO RULE 13A-16 OR 15D-16 OF THE
SECURITIES EXCHANGE ACT OF 1934

September 12, 2006

VIVENDI S.A.

42, avenue de Friedland
75008 Paris
France
(Address of principal executive offices)

Indicate by check mark whether the registrant files or will file annual reports under cover Form 20-F or Form 40-F.
Form 20-F M Form40-F [

Indicate by check mark whether the registrant by furnishing the information contained in this Form is also thereby furnishing the
information to the Commission pursuant to Rule 12g3-2(b) under the Securities Exchange Act of 1934,
Yes O No Mo

If “Yes” is marked, indicate below the file number assigned to the registrant in connection with Rule 12g3-2(b):
Contents: Investor Presentation

This report on Form 6-K shall be incorporated by reference in the Registration Statement on Form F-3 (Registration No. 333-81578)

as amended, filed by Vivendi S.A. under the Securities Act of 1933, to the extent not superseded by documents or reports

‘?Pbsequently filed by Vivendi S.A. under the Securities Act of 1933 or the Securities Exchange Act of 1934. ‘
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Syrsuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this Report to be signed on its
._ jehalf by the undersigned, thereunto duly authorized.

VIVENDI S.A.

By: George E. Bushnell IIIT
NameGeorge E. Bushnell III
Title: Senior Vice President

Date: September 13, 2006
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Important Notice: Investors are strongly urged to read the legal disclaimer at the end of the
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Member of Vivendi Management Board

zZach Horowitz
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Vivendi operates first class assets
in Media & Telecom
vivendi
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@r Strategy:

Innovation & Leadership

for mobility and broadband

N

e Further strengthen our leadership positions
in superior content and distribution businesses

e Pursue new digital services revenue streams
that take advantage of the exploding demand

%






@owth Drivers Are In Place \

o Digital generates a growing portion of the Group’s
activities:

- 10% of Universal Music Group’s revenues
- 73% of CANAL+ Group's subscriptions in France
- 70% of Vivendi Games revenues are derived from online games

s The pending combination between Canal+ and TPS re-
energizes the French pay-TV market

* BMG Music Publishing enhances the strategic position
and value of Universal Music Group

« World of Warcraft has close to 7 million paying clients
e SFR has more than 1.5 million 3G clients
» Maroc Telecom generates a 24% growth in mobile /

clients and more than doubles its ADSL client portfolio

“Vivendi cont&_‘nues to mvest m-content creatlen,

teleccm’mfra, ructures . ELLE dtgtta ;,__ft’stnbuttan platﬁ:srms

o





@11 Outlook Confirmed \

"O | - 2006-2011 EBITA average growth:

Between 8% and 10% per annum

Between €3.5 billion and €4.0
billion™

o y,

#lnchiding the sszumption that all deferred tex assets will have been utilized by and of 2010

-
g 0 2011 Adjuéted Net Income:
>






r UMG Global Market Share \

25.3% 25.5% 25.6%
— 23.4% —— - .

22.9%  23.3%

D8p s o s , ) :
\ 1999 2000 2001 2002 2003 2004
i&\-}__'/'{;

Sources IFPI 1999-2004, Informa Telecorns 8 Medis 2003, Physical sales only






# 1 music market, with 34% of global sales in
2005

- Trade music market value of $7,012 million

- Domestic repertoire 93%0 of total market

+ Digital sales $636 million, 56% of the global
digital market

+ Industry Performance by trade value:
iocal Currency 4
2005 ~2.8%

b 2004 +4.7%

¢ Universal Music 2005 sales: €1,903 million
e Universal Music 2005 market share:
- #1 with 31.7%6

Source: Market date IFPI, Alburn market share date Nielten SourdScan
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Nielsen Sound8can
Total ¥YTD U.S. Album Market Share

31.5% 31.6%

25%
20%
15%
10%6

5%

0%

2006 2005

ef‘\
UNIVERSAL SONYABMG EMI
A HPLIC TRYIIEIAINGIND adilvealiced

UNIVEREAL MULSIT SROUP

Source: Nielsen SoundScan YTD w.e. 27th August 2006






UMG leads the U.S. market in every meaningful
category.

® Qverall Albums (31.5%)
" Digital Track Sales {32.4%)

B Catalog (27.0%)

» Unit sales since 2003: UMG: + 6.2%; competitors: - 5.2%
» UMG’s catalog sales: beaten the industry in 115 of 118 weeks

B #1 Albums from UMG Artists

» 2006; 16 of first 34 weeks
» 2005: 26 of 52 weeks

v

Source! SoundSean 2006 Y¥TD digital and physical albums through 8/27 /2006, 18






Jazz
Country
Rock
Classical
Top-Sellers
Rap

R &B

Latin

= 29.5%

i 30.6%

= 33.79%0

s 39.9%

s 10.65%

& 41.0%

41.1%

l 50.4%

i ¥ H i

0.0% 20.0% 40.0% 60.0%

Source: SoundScan 2006 YTD digital and physical albums through 8/27/20086,
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# 2 music market, with 10%06 of global sales in
2005
- Trade music market value of $2,162 million
-~ Domestic repertoire 50%0 of total market
+ Digital sales $69 million, 6% of the global
digital market
e Industry Performance by trade value:

Local Currency

2005 -2.9%
2004 -0.4%

¢« Universal Music 2005 sales: € 549 million
e Universal Music 2005 market share:
- #1 with 26.6%0

Source: Market dota IFPI, market share dats UMG i2






Official UK, Chart Company
Total U.K, Album Market Share

30% -
26.3% 25.5%
25% - E

20% - [
159 -
10% - I8

5%

0% :
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Sourca: The Official UK Chart Company August ¥TD
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. ICHRISTINA AGUILERA BACK TO %ASiCS

2 | JAMES MORRISON UNDISCOVERED S
+ \ORSON BRIGHT JDEA s |
| 20 THE FEELING TWELVE STOPS AND HOME st |
| 5 IKEANE UNDER THE IRON SEA e |
s |RAZORLIGHT RAZORLIGHT - 3
< [THE KOOKS INSIDE IN/INSIDE 0UT _
& IPAOLO NUTINI THESE STREETS s
10 | 7 |NINA SIMONE THE VERY BEST OF
Source: The Official UK Chart Company Week of September 9, 2006 14






# 2 music market, with 18% of global sales in
2005

- Trade music market value of $3,718 million
- Domestic repertoire 74%bo of total market

+ Digital sales $278 million, 24% of the global
digital market

e« Industry Performance by trade value:

®

Local Currency

2005 +0.6%
2004 +1.5%

e Universal Music 2005 sales: €353 million
o+ Universal Music 2005 market share:
- #2 of international majors, with 11.4%

Source: Market dats IFPI, market shate dats UMG is






# 4 music market, with 7% of global sales in
2005

- Trade music market value of $1,458 million

- Domestic repertoire 45%b of total market

Digital sales $39 million, 3% of the global
digital market

Industry Performance by trade value:
Local Currency '

2005 +0.4%%
2004 -3.3%

Universal Music 2005 sales: €334 million

Universal Music 2005 market share:
- #1, with 25.4%

Source: Market data IFPI, market share data UMG

@
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# 5 music market, with 6% of global sales in
2005

- Trade music market value of $1,248 million
- Domestic repertoire 61%b of total market

+ Digital sales $28 million, 2% of the global
digital market

« Industry Performance by trade value:
Local Currency ‘
2005 -1.7%0
2004 -13.6%

e« Universal Music 2005 sales: €449 million
o Universal Music 2005 market share:
- #1, with 33.2%

Source; Market dats IFPI, market share data UG

17






INTERSCOPRE

Dy

RECORD Y

ef
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recordings

Digital Outlook

BARCLAY ]
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e Millions
250

200

150

100

50

1st Half'04 2nd Half'04 1st Half'05 2nd Half'05  1st Half '06

2 Recorded Music = Music Publishing

i3






Digital Revenue by Territory
1st Half 2006

13%

Other

4%
6%

ny

7%

62%
8%

i
‘/’

Growth by Territory \
1H 2006 vs. 1H 2005

B uUs+128%
& Japan + 138%
¥ UK 4+ 65%

AR

B France + 75%
©. Germany + 55%
] Other + 179%
Total UMG + 120%

/

Digital sales from recorded music only

20
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U.8. Digital Tracks Market Share

25.3%

35% 1
32.4%
30% -
259 A
20% -
15%% -
1095 -
5% -
0% -
UNIVERSAL
N

UNIYEREAL MUSKL CRETYP

sONYiBMG

MUV en 3NEERIAINC mENTY

Source: SoundScan 2006 YTD digital tracks market share through 8/27/2006,






Recorded Music Revenue -Onlinhe vs. Mobile

250
7 200 - P '
2 150 4 o m Mobile
g Growth B Onﬁne
= s
2 100 - d
o 102%

50 A Growth

1H 2005 1H 2008
" A

¢ Total Growth 1H 2005 vs. 1H 2006 - 120%
‘_f ¢ In 1H 2006, Mobile was 45% of total global digital revenue

Digital sales from recorded rmusic ondy 22






" Music remains the most popular digital content

B Competition among distributors increases value of
content

= New distribution channels create revenue streams out
of formerly “promotional” opportunities

" UMG participates financially in the growth of hew
distribution platforms

23






in development of new business models.

350
300 -
250 -
200 -
150 -
100 -
50 -

0_
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Sourca: Company financials

Global Digital Revenue in € 000’s,
12 months ending 3/31/06
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growing array of new digital business maodels ar

Existing digital business models and products

>  Ala carte PC-based audio and video downloads

>  Mastertones and other mobile personalization products
»  Tethered audio subscription services (e.g., Napster)

»  Ad-supported video on demand streaming {e.g., Yahoo!}

Emerging digital business models and products

OTA audio downloads

Ringbackiones and "alert tones”

Bundled online and mobile products

Portable subscription services

Wobile video, incl., MTYMobile and mobile broadcast (MediaFlo, DVB-H)
Ad-supported audio services, &.g., Napster and SpiralFrog ‘

L A A . 2 4






UMG’s US Mastertone sales have exploded as the US

has become the #1 Mastertone market

UMG sold over 44m Mastertones in 1H 06

(,.4"
UMG Mastertone Unit Sales - North America
{millions)
a00
400 4
300
151% B
200 e - Growth )
100 L
o0 4 : o . T T .
1H 2005 1H 2008
S

26






B Q2’06 OTA download revenue grew 17% from prior
quarter

B OTA downloads repfesented 9% of total UMG global
downloads in July, '06

= OTA downloads have exceeded expectations in several
markets |

®  Strong growth in UK and ltaly from carrier “3”

= KDDI has driven the market in Japan

®  Sprint and Verizon leading a strong marketing push '
) in the US

27






Although iTunes is the dominant p!aye? éverail, the
international market is more fragmented than the US

" After a slower start, UMG’s international online download
revenue grew at a faster rate than the US in 1H ‘06

a ™\
Ex-US Online Downlocad Revenue
(Eures in millions)

_ Growth

1H 2006

v

coo T Onlines

z8






Music videos: traditionally “promotional”

Annual cost to UMG of tens of millions of dollars
UMG has led the industry in monetizing our video assets

Within 3 years, music videos will evolve from a marketing
cost to net source of revenue

This represents a major “sea change” in the industry

29






®  |n markets with minimal existing sales, digital and mobile
business models can emerge rapidly (e.9., India, China,
Africa, Eastern Europe)

®  Markets lost to piracy can become commercially viable
(China, Russia, Mexico)

= Distribution becomes viable in unwieldy geographic
areas (Russia, India, China) particularly with tech savvy
and emerging middle class in China and India

o






Publishing






Music Publishing is forecasted to grow at an
average rate of ~4.5% through 2013, driven by:

» Digital, Performance, Synchronization
*improvemenis in Collection Accuracy
and Efficiency

5000
i s
i fillions
: $300

5000
4500
4000
3500

3000

2500

2002 2002 2004 2005 2004F 2007t 2003F 2009F 20N08 2001 2012F 20713t

Source: Enders Analysis {01-04) ond fdwls & Copyright
estimote of 2003 glebal publisher maket [€3.3b)






2 Gloria Estefun Anastacia

Paul Simon Prince 3 Doors Down
Diana Krall The Cons ABBA

Bon Jovi Andre Rieu Chemicul Brothers
50 Cent Avril Lavigne Mary J. Blige

Franz Ferdinund Heort George Thorogood
Leonurd Bernstein  Elfon John Berntie Toupin
Henry Mancini The Killers Dave Grohl

Marich Corey Twistu Ludncris

American Pie - Skoangers in the Night - Gitl From Ipanemuyu - Good
Vibrations - | Want fo Hold Your Hand - Candle in the Wind - 1 Will
Survive - Siing on the Dock of the Bay - YourSong - s My Life -
The First Cut is the Deepest - In Do Club - AThousand files - Tox

« Born to be Wild - Heaven - Who Wants {o be o Millionaire -
Should | Sty or Shoeuld | Go - California Dregmin’ - Mrs, Robinson
in The Morning - Can't Get You Out of My Head - Homeward
Bound - Sweet Home Alabumu - Kiss - Duneing Queen - Dont G
For Me Argentinu ~R.ES.P.E.C.T. - Smoke Gets In Your Eyes -
Daniel - Purple Rain ~Somewhere ~ Bridge Over Troubled Water






Coldpluy R Kelly

Robhie Williams Joss Stone
Keane Linkin Park
Shania Twain Mutt Lange
Brilney Spears Juan Gabriel
Muaroon 5 The Cure

Elvis Costello Brckstreel Boys
Massive Attack Rummstein
Poul Weller Powderfinger

This Love - La Cumpanrsita -~ Clocks ~Sweet Dreams ~ If You Leave
tMe Now ~ | Believe | Can Fly - La Boheme - Bless the Broken Road
- Borderline - Quando Quande Quundo - Gloria ~Somewhere |

Famous Music
Alanis Morisselle
Lindg Peny

Bae Gees

Pete Townshend

Belong - Turandot = Don't Stop ~ Caruso - Ef Maintenant -
Wherever You Will Go -~ Numb - We Got The Beat - Sunduy

Moming — More More More ~ She Will - Hard to Say 'm Sonry - All

Cut of Love ~ Hot in Hemre ~ Madame Bulterfly - Tequila - You

Muoke Lovin Fun - Mickey - E Tu ~ Rhythm of the Night - We're Not

Gonna Take I ~Sambo Po Tl - Sailing - IF's My Life
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ﬂonsideration: €1,630 million in Enterprise valuﬁ

e Why Music Publishling?

Attractive low risk, high margin business

Stable, low-volatility, annuity-like cash flows

Highly scaleable business

Uniguely positioned to benefit from explosion in new media
Lower capital requirements vs. recorded music

Multiple and diverse revenue streams means less
vulnerability to piracy






ﬂ\ihy BMG Music Publishing?

- Unique and diverse catalog with over 1m copyrights
- Attractive Production Music Library business

- Classical and Christian genre position

- Complementary to UMG Music Publishing

- Synergies enhance value creation






A Unique Opportunity... \

BMG Music Publishing strengthens UMG’s collection of music
assets and enables UMG to derive a larger share of its revenue
frem music publishing’s stable and diverse revenue streams.

UMG Today UMG + BMG MP

.. Publishing
1499

Publishing - BMG MP
8% €370m
Revenues

Recorded e
9204 Recorded
86%%

Hote: Pie cherts represent 2006 estirmated business mix

37






CMG has the best roster of artists and best \

collection of executive talent in the industry

o UMG is utilizing some of the most innovative
approaches to new technologies and new business
models |

e UMG is unigquely positioned for the future

o y
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This presentation contains "forward-looking statements” as that term is defined in the
Private Securities Litigation Reform Act of 1958, Such forward-looking statements ars
not guarantess of future performance. Actual results may differ materially from the
forward-looking statements as a result of & number of riske and uncertainties, many of
which are outside our control, including but not limited to the risks that prospects for
growth in revenues, earnings and adjusted net income may differ from forecasts made
by Vivendi or UMG; UMG will not be able to obtain the regulatory, competition or other
approvals neceseary to complets certain transactions, including but not limited to the
BMG Music Publishing transaction discussed in this presentation; synergies and profits
arising from proposed acquisitions will not materialize in the timing or manner describad
above; UMG will be unable to further identify, develop and achieve success for new
products, services and technologies; UMG will face Increased competition and that the
effect(s) on pricing, spending, third-party relationships and revenues of such
competition will imit or reduce UMG’s revenue and/or income; as well as any additional
risks described in the documents Vivendi has filed previously with the U.8. Securities
and Exchange Commission and/or the French Autorité des Marchés Financiers,

am
S

Investors and security holders may obtain a free copy of documents filed by Wvivendi
with the U5, Securities and Exchangs Commission at www, Sec.goy, www.amf-
france.org or directly from Vivendi. \Wivendi does not undertake, nor has any obligation,
to provide, update or revise any forward-looking statements,

Merrill Lynch Media & Entertainment Conference ¢ September 2006 40
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The Elusive Symbiosis.: The Impact of Radio on the
Record Industry

Stan J. Liebowitz
School Of Management
University of Texas at Dallas

. | March, 2004





The impact of new technologies on copyright owners has become a topic of
increasing interest in the last few years. Although _formerly new technologies,
such as photocopying, videorecording, and audiotaping have drawn some
consideration from analysts, there is apparently nothing like the threat of
several hundred lawsuits against otherwise ordinary citizens, as has happened

with MP3 downloads, to attract serious attention.!

In this paper 1 examine an older technology—broadcast radio—and its
impact on the prerecorded music industry. Radio might, after all, be considered
very much like more recent technologies, such as MP3 downloads or
videorecording. In the one case we have producers of records or movies
concerned that MP3s or VCRs will damage the markets for sound recordings or
movies (television). In the other case we have radio broadcasters freely using
sound recordings while possibly taking away business from the record
industry. Since radio uses sound recordings as a basic ingredient in its
broadcasts, and broadcasts might be a substitute for listening to prerecorded
music, one can imagine radio threatening the sound-recording marketplace.
Except for the technology, there really might be very little difference between

these cases.

Of course, this requires that radio broadcast be harmful to the sound
recording market. The potential harm to copyright owners from MP3 downloads
or videorecorders is easy to envision, even if the existence of actual harm is a

contentious empirical issue.?2 The potential harm to copyright owners from a

! Although MP3 downloading and its impact on record sales has been the leading copyright story in the news lately,
other issues are waiting in the wings. For example, the new generation of digital videorecorders, currently known as
“TIVO” allow users to skip commercials while recording. If such recorders becomes common what would happen to
the market for advertising based television, and what if anything would be the appropriate regulatory response?

2 See for example Stan J. Liebowitz “Will MP3 downloads Annihilate the Record Industry? The Evidence so Far”
Advances in the Study of Entrepreneurship, Innovation, and Economic Growth, V. 15, 2004, pp. 229-260.
http://papers.ssrn.com/sol3/papers.cfm?abstract id=414162 or Martin Peitz and Patrick Waelbroeck (2003), "Piracy
of Digital Products: A Critical Review of the Economics Literature," CESifo Working Paper Series No. 1071,
http://papers.ssrm.com/sol3/papers.cfin7abstract id=466063.






. technology such as radio is somewhat less obvious, but nonetheless real. The
| key is the extent to which radio listening is a substitute or complement for the
purchase of copyrighted musical works. If radio listening is a substitute for
purchase of copyright works, and if radio broadcasters do not have to pay for

their use of these works there is an obvious potential market failure that is
essentially the same as for direct copying technologies, with the only difference

being that listening to a broadcast is the consumer’s replacement for a
purchased item, instead of a copy (e.g., MP3) of the original being a

replacement. It is, however, a distinction without an economic difference.

Society has not seen radio as a threat from which the sound recording
industry needed protection. For example, although the 1995 Digital
Performance Right Act for Sound Recordings granted copyright owners of the
recordings control over digital audio transmissions, they have no such right if

_ the transmission is a non-subscription broadcast transmission, i.e. traditional
' j radio, which continues its exemption from having to pay for the rights to
broadcast sound recordings.? The logic of this distinction appears to be based

on the claim that there exists a “symbiotic” relationship between radio

broadcast and the sales of sound recordings.

- For example, Edward O. Fritts, president and CEO of the National
Association of Broadcasters, when testifying about proposed Internet radio

royalties stated:

The history of copyright protection for sound recordings reflects a dominant,
recurring theme: Congress repeatedly took pains to ensure that the grant of
copyright protection did not affect the symbiotic relationship between the radio
broadcasters and the record industry. Congress recognized both that the record
industry reaps huge benefits from the public performance of their recordings by

‘. ® This is true in the US. Other countries (such as Canada) have property rights on radio broadcast of sound
/ recordings in addition to property rights on the broadcast of the musical composition.





radio stations, and that the granting of a public performance right could alter that
relationship to the detriment of both industries.’ (my italics)

Of course, it is easy to understand why the president of the NAB would
want to suggest that radio broadcasters should not have to pay for their
broadcast of sound recordings. Imagine, by way of analogy, television
broadcasters arguing that they should be allowed to broadcast movies without

paying for the rights.

Nevertheless, the Courts appear to also believe this claim.5 Judge Cudahy,

in writing the Appeals Court decision about Internet radio royalties stated:

While radio stations routinely pay copyright royalties to songwriters and
composers (through associations like the American Society of Composers,
Authors, and Publishers and Broadcast Music, Inc. (“ASCAP”) and Broadcast
Music, Inc. (“BMI™)) for the privilege of broadcasting recorded performances of
popular music, they do not pay the recording industry royalties for that same
privilege. Perhaps surprisingly, this state of affairs, until about ten years ago,
produced relatively high levels of contentment for all parties. The recording
industry and broadcasters existed in a sort of symbiotic relationship wherein the
recording industry recognized that radio airplay was free advertising that lured
consumers to retail stores where they would purchase recordings. And in return,
the broadcasters paid no fees, licensing or otherwise, to the recording industry for
the performance of those recordings. The recording industry had repeatedly
sought, however, additional copyright protection in the form of a performance
copyright.® (my italics)

Additionally, academics and other commentators appear willing to believe

in the symbiotic relationship, as evidenced in this quote from Edward L. Carter:

In fact, there is credible evidence that AM/FM streaming benefits sound
recording copyright holders: “The economics of AM/FM Radio Webcasting work
the same way as they do for over-the-air broadcasting, a symbiotic relationship
between the record companies and the radio stations who ‘promote these songs to

4 bttp://www . house.gov/judiciary/frit0615.htm

* Similar phrasing can be found in Canadian Copyright Board decisions and also in arguments put forward in Hong
Kong. I have not, however, performed a thorough examination of the degree to which this claim is accepted
throughout the world. :

8 Bonneville International. V. Peters October 17, 2003, United States Court Of Appeals For The Third Circuit, No.
01-3720; page 5. Available http://www.ca3 .uscourts.gov/opinarch/013720p.pdf
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75 percent of Americans who listen to the radio each day.”” Evidence of online
broadcasting’s beneficial impact for copyright holders is not contradicted by the
fact that the broadcasts are digital because streaming, unlike downloading into a
format such as MP3, does not involve creation and storage of a permanent digital
audio file on a radio listener’s computer.”
Although there is much talk about symbiosis between radio and sound
recordings, I have seen no reference to actual evidence supporting this claim

although I address this point in more detail in Section IV.

This question of radio’s impact on the recording industry does not appear
to have received much if any attention in the modern economics literature. The
focus of economists, to the extent that they have examined radio at all, has
tended to be on the allocation of spectrum, with several notable papers on the

subject.

Yet the impact of radio on the recording industry should be of interest for
several reasons. These industries are highly influential on the popular culture
and seem to have an importance far greater than their share of GDP. More
generally, understanding what happened with previous technologies may help
our understaﬁding of the present and future technologies, particularly if we
discover that some received wisdom is incorrect. Finally, various regulations
and rules, and a form of regulatory property rights—what are commonly called
“performing rights”—are based on estimates of the market outcomes likely to
arise under free negotiations, and these estimates will be skewed if the impact

of radio broadcast is misunderstood by the regulators.

" Edward L. Carter, “Promoting Progress or Rewarding Authors? Copyright Law and Free Speech in Bonneville
International Corp. v. Peters”, Brigham Young University Law Review, 2002, pp. 1155-1179.





. Some Basic Economics

Americans spend approximately 2.7 hours per day listening to radio but
only 40 minutes listening to prerecorded music.® Yet the main ingredient of
radio broadcasts is prerecorded music, for which radio stations pay very little if
anything. If listening to radio were treated like a substitute for listening to
prerecorded music (much as blank tapes were treated as substitutes for the
purchase of a prerecorded tape by partisans for the RIAA% then simple
arithmetic might suggest that five times as many records would be sold if radio
didn’t exist. Although we shouldn’t take the math seriously, the possibility of

harm is certainly worth examining.

Radio listening can be thought to have two possible components. One is a
pure element of consumption. Listening to music is enjoyable and if a radio
station can make musical selections that are in tune with a listener’s tastes,
the listener can derive considerable satisfaction. The fact that individuals
spend, on average, almost three hours per day listening to the radio would
seem to imply that there is in fact a rather important consumption element in
radio listening. The other possible component of radio listening is most likely
something of a by-product to the first. One motive for listening to radio is to
learn about new musical compositions to help in the purchase of CDs—a

motive based on future shopping plans.

It would seem, based on casual observation, that for most users the first
motive dominates the second. It would be difficult to argue that the shopping
motive dominates the consumption motive since it seems highly unlikely that

individuals would listen to radio for almost three hours per day merely to learn

8 2001 data found in the US Statistical Abstract, Table No. 1102. Media Usage and Consumer Spending: 1996 to
2005. http://www.census.gov/prod/2003pubs/02statab/infocom.pdf

? See for example Alan Greenspan’s testimony in 1983 on the Home Recording Act. Hearings before the
subcommittee on Patents, Copyrights and Trademarks, October 25, 1983.





which CDs to purchase for the purpose of improving their listening experience

of forty minutes per day.1°

These impacts of radio broadcast fit neatly into a model that had been
previously been created to analyze the impact of copying on the creators of
originals. Liebowitz (1981) identified three effects caused by copying:

substitution, exposure, and aftermarket effects.

The substitution effect, as its name implies, occurs when someone forgoes
the purchase of the original (record) because they have access to an alternative
(the copy or in this case, radio play). The substitution effect maps nicely into
the consumption motive of radio listening. If a copy or alternative is a
replacement for the purchase of an original, demand for the original falls.!!

This cannot help but harm the seller of originals.

The exposure effect occurs when someone makes a purchase they would
not have made except for the fact that they were able to sample the product in
another venue (istening to a copy or on the radio). This maps nicely into the
shopping motive. Note that the exposure effect doesn’t necessarily have a
positive impact on sales, and thus doesn’t necessarily have an impact different
than the substitution effect. Learning more about a product prior to purchase
may allow consumers to derive greater utility from any single purchase. At any

given price, however, they may purchase fewer units because they become

' This ignores the component of radio listening devoted to ‘talk’ which obviously does not normally have an
exposure effect.

"1 As long as the seller of the original does not receive extra payment, or indirect appropriation, of the copy when he
sells the original, which is the after-market effect. If, for example, everyone makes one tape of each record they
purchase, the seller can just raise the price of the record by the amount of value generated by the copy, which rotates
the demand curve counter-clockwise. The aftermarket effect is clearly not relevant in the context of radio. See
Liebowitz 1981 for a fuller explanation.





more quickly satiated. Producers, therefore, may discover that their revenues

fall when consumers can better sample the products.1?

The exposure effect and substitution effect, therefore, are relevant to our
analysis. These two theoretical factors played an important role in the
arguments made during the Napster case. The economic experts for Napster
argued that individuals downloaded MP3s to sample songs (exposure effect).
These experts suggested that Napster users would purchase CDs containing
the songs discovered through downloading. The experts representing the
recording industry, on the other hand, argued that downloading MP3s was
undertaken as a replacement for the purchase of the original (substitution
effect). The court found the arguments made by the recording industry experts
to be more convincing and although the decision was probably the correct one,
the empirical support put forward by the recording industry was, in my

opinion, no stronger than that put forward by Napster defense.!3

By way of comparison, the exposure effect seems likely to be stronger in the
case of radio than in the case of MP3 downloads. Downloaders were unlikely to
just encounter music that they enjoyed since downloaders are required to look
for music using a search engine. Radio stations, in contrast, play music not
chosen by and often unknown to the listener. The listener’s choice of the radio
station or program, however, reveals that the listener enjoys the particular
genre of music played by the station, increasing the possibility that the listener

will encounter new music that he or she will wish to purchase.

'2 This is a variant of the “chocolate bar” or “light bulb” example sometimes found in textbooks. Increasing the
amount of chocolate in a bar, or increasing the longevity of bulbs, holding the price of a bar or bulb constant, has
uncertain impacts on the number of units sold and on the total revenues. The elasticity of demand for the now less
expensive underlying product (chocolate or light output) determines whether revenues increase or decrease and
whether units sold increase or decrease.

"* The empirical evidence put forward to support the substitution effect was to compare sales in record stores near
universities to record stores not near universities, under the assumption that college students were using Napster
much more heavily than ordinary record buyers. In principle this test was fine but the results did not support the
claimed results. See Stan J. Liebowitz, Rethinking the Network Economy, Amacom, New York, 2002 Chapter 7.
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The substitution effect, at first blush, seems likely to be stronger in the
case of MP3 downloads than for radio play of music due to the fact that
downloads provide the listener with a copy of the song that has virtually
identical attributes to the purchased version. There would seem to be little
reason to purchase the song under these circumstances, leading to a very
strong substitution effect. Listening to the radio does not leave listeners with a

useable alternative that can substitute for the purchase of prerecorded music.

However, the activity of downloading files seems less likely to be a
substitute for listening to prerecorded music, whereas listening to radio is an
activity that can substitute for listening to prerecorded music. The three hours
per day spent listening to radio are three hours that cannot be spent listening
to prerecorded music. Since listening to prerecorded music generally requires
the purchase of the prerecorded music, the more time individuals spend
listening to radio the less time spent listening to prerecorded music and the

smaller the volume of purchases of prerecorded music.

As is often the case, only empirical evidence can tell us what impact radio

broadcast has on the market for sound recordings.

. The Impact of some analogous Technologies

Before turning our attention to the empirical evidence relating radio
broadcasts with on record sales, it is instructive to examine several other
instances of new media technologies. In this case I briefly examine the impact
of two new technologies on the movie industry since this information will be

helpful when examining radio and sound recordings.

A. The Impact of the VCR

It is common in this literature, particularly in the more popular press, to

encounter the claim that copyright owners always cry wolf when a new





technology appears to threaten the old, only later to discover that the new
technology was nothing short of a bonanza. This claim implies that foolish
copyright owners misunderstood the new technology and were fortunate to

have been thwarted in their attempts to restrict the new technology.

There clearly have been times when the industry was dead wrong about a

technology. But that doesn’t mean the industry was always wrong.

One often reads pundits pointing out that VCRs were a boon to the movie
industry although the industry fought the VCR. This claim is not exactly

correct.

The facts are that shortly after the emergence of the video recorder, leading
movie producers did bring a copyright infringement case (the Betamax case)
against the producers of the device. Movie and television program producers
viewed these devices as a threat to the industry. It is also true that the sale of

prerecorded movies has become a leading revenue source for movie producers.

But the threat posed by VCRs was not based on substitution of viewing
videotapes instead of viewing the theatrical release. Nor was it based on the
possibility of a homemade videotape substituting for the purchase of a
commercially prerecorded tape. Instead, it was based on the fear that
videotapes would allow users to time-shift television programs and do so in a

way that allowed them to avoid the commercials.

This was a legitimate concern because broadcast television depends on
commercials for its revenues and if increasing numbers of videorecorder users
were to have deleted commercials, television broadcasters would have lost the
ability to pay for the programs and movies that made up their broadcast

schedule.
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In reality, the likelihood that consumers would have been able to skip many
commercials was very low. Since a single machine could not both record and
play-back at the same time, it is unlikely that average television households
could have used VCRs for any but a small portion of their viewing. For
example, the average television household watches almost 7 hours of television
per day. Almost half of this viewing occurs during the prime-time period of
7:00-11:00 p.m. and a majority of television revenues are generated during this
prime-time period.14 If the average household prefers viewing prime-time
programs during the prime-time period, it could not engage in a great deal of
videotaping of prime-time progfams unless it owned more than one VCR. At

that time, use of multiple VCRs was not envisioned.

Assume, for example, that a household that normally watches 3 hours of
programming on Monday evenings cannot watch television one Monday and
has taped 3 hours of prime-time programming from Monday's (M) programs.
Assume now that there are 3 hours of prime-time programming which
members of the household would like to watch on Tuesday night. They would
not be able to simultaneously watch the tapes of Monday's programs and
record the programs that they would then miss on Tuesday while they were
viewing Monday’s programs since a single VCR cannot both record and
playback at the same time. In other words, it is impossible to time-shift viewing
by one day so as to skip commercials if the viewing of tapes takes place during
the same time period the programs are broadcast. In fact, if members of the
household enjoy watching 3 hours of prime-time television shows every night,
as does the average American household, they would have difficulty fitting the
three hours of Monday’s taped programs into their future viewing unless they
increased their television viewing above what it would have been had they not
owned the VCR. This is a serious constraint on the size of any time-shifting

behavior.

" In the Central and Mountain time zones the prime-time period runs from 6-10 pm.
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In fact, no great time shifting came to pass and the VCR did not damage
the television market. Eventually, it opened up an entire new market—the sale
and rental of prerecorded tapes—that proved a boon to the movie industry, as I

discuss below.

One of the interesting changes in technology is the current hard-disk based
TIVO which allows simultaneous playback and recording, as well as automatic
deletion of commercials. Because the TIVO removes the constraint of being
unable to play back and record at the same time, it poses a far greater threat to
advertising revenues than did the VCR. Television broadcasters have legitimate

reasons to be concerned, notwithstanding the lessons from the VCR.

Nevertheless, even the TIVO requires some effort on the part of the viewer.
If past history is any indicator, there is every reason to believe that many users
will refrain from taking the effort to avoid commercials because the effort will
seem too gréat. That may have to be the best hope of the advertising-based
broadcast industry as technology continues to erode the intrusion of

commercials. 15

B. The Impact of Television on the Movie Industry

Television took audience away from the movies. But television also made
possible the VCR which allowed the movie rental business to get started, and
which has been a boon to the industry. It is sometimes claimed that television,
rather than destroying movies, as was originally feared, merely brought a new

source of revenues to the party, allowing movie/television producers to gain

'* There are other defensive actions that can be taken by the broadcast industry, the most important among them
making it more difficult for the TIVO to detect when a commercial is on when it is recording in ‘commercial-skip’
mode. At the moment the TIVO relies on information contained in the broadcast itself to identify commercials.
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from the new technology just as the VCR allowed movie producers to benefit

from a large new market for prerecorded movies.16

Unlike music, movies are usually seen only once or twice, not over and over
again, so the very concept of an exposure effect is limited. Also, television
cannot broadcast movies without contracting with the copyright owner for
permission to do so. This prevents television from broadcasting movies until
the owners of those movies decide they want them broadcast, which happens

to be long after theatrical release.l?

Since movies do not appear on television until after they have finished their
theatrical run, having a movie broadcast on television cannot possibly enhance
the theatrical box office for the movie (i.e., no exposure effect for theatrical
revenues) although there might be some exposure effect for the sale of DVDs
and videotapes from individuals who watched part or all of a movie on

television.

Because of this timing, television viewing of a movie cannot be a substitute
for the viewing of that movie in the theaters. Although viewing a particular
movie on broadcast television cannot be a substitute for viewing that movie in
the theaters, the activity of watching television is an activity that can substitute
for going to see a movie at a theater. Thus there is a strong potential
substitution effect in the time spent viewing, particularly given the large
amount of time spent watching television (approximately four hours per day for

adults) which precludes the viewer from engaging in other activities at the

'S Typical is this statement found in an editorial in May 6" 2002 edition of USA Today ‘Movie theaters thought
television would ruin them. Later, they feared the VCR. If Spiderman 's $114-million weekend is any measure, both
predictions were off.” See http://www.usatoday.com/news/opinion/2002/05/07/edtwof. htm

"7 Movie studios are masters at price discriminating through different markets over time, going from the high valued
consumers (theaters) to video/pay cable and finally to broadcast television. According to Vogel (Table 2.6) a
viewing-hour in 1999 generated $4.50 in a theater, $.55 in pay cable/home video, and $.06 on broadcast television.
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same, time and which provides a similar, although smaller-scale, form of video

entertainment.!8

Those who have examined this issue generally understand that television
delivered a powerful blow to the movie industry. The movie industry was
mature when television becamé popular in the 1950s and was popular in a way
that is hard to imagine today. In the 1930s and 1940s, as revealed in Figure 1,
the average American went to the movie theater approximately 30 times per
year, compared to the current frequency of approximately five times per year.1®
It is clear that the frequency of movie attendance was far greater prior to

television than it is now.

Figure 1: Yearly Admissions Per Capita 1926-1999
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The penetration of television into American households was remarkably
rapid during the 1950s, increasing from 9% in 1950 to 87% in 1960. As one

can see from Figure 1, that period of time coincides well with a dramatic drop

'® This is likely to become more accurate as the use of large high de finition televisions with surround sound become
more common.

' Source: Screen Source at hitp://www.amug org/~scrnsre/theater facts.html. There was one problem with the data
provided at this source. Values were given from attendance, average ticket price and box office gross. The first two
variables, if multiplied together, should equal the third, and usually did. But there were major inconsistencies in the
early 1960s and the 1930s. In some cases, the listed attendance figures seemed less reasonable than an attendance
figure derived from ticket prices and total revenues. Nevertheless, in Figure 1 I used the listed admissions values
since it makes little difference for our purposes and it provides an additional five years of data.
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in the number of times Americans went to the movies per week. It also,
unsurprisingly, coincides with a large drop in movie box office revenues as a

share of personal consumption expenditure, as seen in Figure 2.

The timing of the onset qf the new, much lower, equilibrium is another
datum strongly supporting the thesis that television viewing caused the change
in movie attendance. By 1960, households were spending over five hours per
day watching television and by 1965 television’s penetration was almost
complete at 92% of households. The full effect of television, therefore, should
have been felt. At the same time, movie attendance and revenue as a share of
personal consumption had entered the modern era which has shown
remarkable stability for four decades at approximately 5 viewings per year and

approximately .15% of personal consumption expenditures.

Figure 2: Box Office as Share of Personal Consumption
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Movies clearly have lost much of their market to the activity of viewing
television. Although the evidence is overwhelming that television had a
devastating impact on the traditional movie industry in terms of theatrical

admissions and revenues, there is somewhat more to the story.

Broadcast television provided the audience and the rationale for the early

cable television industry. The cable networks that arose over the years had a
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superior revenue generation model than broadcast television since cable .
networks had both advertising and subscription fees as potential sources of
revenues whereas broadcast television only had advertising. Eventually, cable
television networks largely displaced broadcast television as an important

market for movies that had finished their theatrical releases.

Similarly, the advent of the VCR, which was itself dependent on the
existence of television sets, allowed the movie industry to tap directly into the
view-at-home phenomenon by selling prerecorded tapes. According to numbers
in Vogel’s text that I have repackaged in Table 1, home-video revenues to movie
studios were double those of theatrical release in 2000, and pay-
cable/networks/syndication revenues from movies were virtually the same as

theatrical release revenues.20

The invention of broadcast television, which was revenue-depleting to movie
studios, opened the door for these later revenue-enhancing technologies. What ‘

then is the net effect that television has wrought?

Table 1: Vogel's Estimates of Film Industry Revenue
Theatrical Release $3,100 19.25%
Home Video $7,800 48.45%
Pay Cable $1,600 9.94%
Network Television $300 1.86%
Television Syndication $800 4.97%
Made for TV $2,500 15.53%
$ in millions; Estimates for year 2000; Foreign Revenues
Excluded; From Table 2.8, p. 62

The numbers in Table 1 indicate that these additional sources of revenues

might have quadrupled movie revenues beyond their simple theatrical levels if

*% Table 2.8 in Entertainment Industry Economics, 5 edition, Cambridge University Press, 2001. Unfortunately,

these data in Vogel need to be taken with a grain of salt since there are apparent inconsistencies. His Table 2.5

implies that Pay Cable revenues are almost as large as home video and two and a half times as large as network and
syndicated television added together. Also, his Figure 2.9 implies that Pay Cable is between 15% and 20% of total ‘
revenue, much higher than in his Table 2.8.

15





you examine only revenues from films made for theatrical exhibition. If you add

in movies that were made for television, revenues quintuple.

Yet box office revenue as a share of personal consumption expenditure is
currently at about .12%. This is one eighth the level of the 1930s. Since these
additional television related revenue sources appear to be less than eight times
current theatrical revenues, one would conclude, using this admittedly back-
of-the-envelope level of detail, that the net effect of television on movie revenues
is still negative. The impact appears even more negative in comparison to
overall entertainment’s share of personal consumption expenditures, which
rose from 5.5% to over 8% over this period. Movies might have been expected to

participate in this growth, if not for the introduction of television.21

One final point worth noting is that the policy implications are very
different for television damaging the movie business than for, say, MP3s
damaging the sound recording industry. In the former case consumers switch
to a different, preferred product. The damage to the movie industry occurs
because consumers no longer consume movies. There is no market failure. In
the latter case consumers continue to consume the same music, but the
existence of MP3s cuts off the payment stream that consumer would be willing
to pay if property rights were more easily enforced. Disconnecting consumption
from payment, as MP3s do, clearly causes a market failure since units of music

with net social value will no longer be produced.

. The Impact of Radio on the Pre-Recorded Music Market

This backdrop now brings us to the main topic of the paper: the impact of

radio on sound recordings.

2! Yogel, Page 21.
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At the time of radio’s introduction, the idea of transmitting entertainment
and news through the airwaves was revolutionary. New institutions and new
business models were developed to take advantage of this technological
breakthrough, including the idea of using advertising to support the market,

which has largely continued to this day.

Radio grew into a major industry, with a profound influence on the culture
and social mores. Although it was later to be eclipsed by television, it continues
to this day to be one of the major forms of entertainment, with the average

American listening to approximately three hours of radio per day.??

Radio stations generate positive values to listeners, as evidenced by the
willingness of listeners to spend several hours each day listening to radio even
though they have to put up with advertising. Advertisers pay for the right to
place their advertisements in radio programming, generating the revenues

upon which private radio stations depend for their existence.

We have already discussed the two possible impacts that radio might
have—substitution and exposure. It is likely that both effects are at work at
any one time. The relative strength of each, however, determines the overall

impact of radio on record sales.

The prevailing view is that radio play enhances the market for prerecorded
music. Much of this view can be traced to the fact that firms in the recording
industry carefully cultivate their relationship with radio broadcasters to make
sure that radio stations play their recordings. Often, this cultivation crosses
over into what is known as “payola”, a pejorative term indicating that record
companies are paying radio stations, station programmers, or disc-jockeys to

pay particular recordings. This is discussed more fully in section IV below.

22 Arbitron claims that 20 hours per week is the average.
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As we shall see, the recording industry underwent a devastating decline
shortly after the advent of radio. Even some commentators who assign the
cause of the recording industry’s decline to radio’s emergence believe that the
major impact of radio on record sales changed from substitution to exposure,
and that radio now enhances the sales of recordings. For example, according to

the BBC website:23

The record industry had spent the first twenty years of the century convincing the
public that they needed a source of music in the home but they didn't foresee the
possibility that it may be free. Unfortunately, The Radio Corporation of America
(RCA) had by the early 1920s started mass-producing commercial radios which,
while acoustically inferior, offered a far wider range of news, drama and music.
The Record Companies retaliated by drawing up contracts for their major artists,
forbidding them o work for this rival medium. This move to limit radio's output
was doomed to failure as new vacuum tube amplification rapidly improved
reception and sound quality. Record sales plummeted.

Nevertheless, the BBC continues:

Victor subsequently brought out a machine that could reproduce these [recording]
innovations, and the increase in fidelity finally ended the drop in sales....Shortly
afterward, players and radios were combined, ending rivalry between media. In
fact, the new entertainment conglomerates could now use one (radio) to promote
the other (records) and a whole new age of marketing was upon us.

We shall have more to say about this history in the next section.

A. Some Natural Experiments

Determining the empirical relationship between radio listening and the
purchase of prerecorded music is not a simple task. If one could design an
experiment to test this relationship, one possibility would be to brevent radio
broadcast of music in some randomly chosen localities while continuing it in

others and then comparing the sales of records in the areas with and without

B http://www.bbe.co.uk/music/features/vinyl/19201929.shtml
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radio broadcasts of music. Unfortunately setting up such an experiment is not

within the capability of this, or probably any, researcher.

Alternatively, if one had sufficiently good data and sufficient understanding
of the various exogenous and endogenous relationships, one might design a
structural equation system to try to statistically determine the net impact of
radio on record sales. Finding sufficiently plentiful and high quality data is a
daunting if not impossible task, however, and there are always questions about

the validity of any particular structural equation model.

The method I have chosen, therefore, is to examine two natural
experiments that allow a before/after comparison of radio’s impact on record
sales. One natural experiment occurred with the advent of radio in the US,
which occurred during the decade of the 1920s and 1930s. The second natural
experiment was the belated introduction in the last three decades of the
twentieth century of commercial radio into a British market that already had a

well established record industry and public broadcasting entity.

Neither of these natural experiments is perfect, but both should be capable

of providing useful insights.

B. Radio’s Introduction in America

The recording industry was already fairly well established in the US when
radio came upon the scene. Radio grew rapidly and became the primary
entertainment medium in the country in a fairly short time. The impact of radio

on the record industry appears to have been quite dramatic.
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1. A Brief History of the Recording Industry®

Thomas Edison invented a tinfoil recording process in 1877 which he soon
improved by replacing the tinfoil with wax cylinders. To avoid Edison’s patents,
Emile Berliner developed in the late 1880s a competing recording technology
based on discs, which came to be known as the gramophone. A battle between
the cylinder and the disc took place over several decades but discs had won the
day by 1920. Edison’s company introduced its own disc, known as the
‘Diamond Disc’ with great fanfare and in a precursor to the ubiquitous “is it live
or is it Memorex” commercials, embarked on public demonstrations asking the
public to guess whether they were hearing live performers or a disc.

Supposedly, millions of Americans took this test between 1915 and 1925.

At this time, the recording industry was still engaged in acoustic recording.
There were no microphones and no amplifiers. Singers, for example, shouted
into a recording horn and the sound energy was converted into a mechanical
signal on the disc. In the mid 1920s engineers at Western Electric devised a
new method for performers to sing into microphones, which converted the
sound into electric currents controlling an electromagnetic record cutter, to
produce a recording. These discs were identical in playback format to the old
discs and could be played on the older equipment. Many phonographs of the

time still reproduced the sound acoustically, without electrical amplifiers.

24 Some of the material for this section is based upon David Morton’s “Off the Record”, Rutgers University Press,
2000 and also from a very nice history that can be found at the BBC’s “History of Vinyl” page:
http://www.bbe.co.uk/music/features/vinyl/.
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Figure 3: Record Sales in 1983 dollars
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Statistics provided by the Recording Industry Association of America (RIAA)
indicate that sales of records were quite robust in 1921, the first year for which
I have data and, ironically, the first year of commercial radio. As shown in
Figure 3, sales revenues were almost $600 million in 1921, using 1983 dollars.
To put this value in perspective, sales revenue in 1950 was only 33% higher, in
real dollars, and revenue per capita was actually slightly lower in 1950. Thus
market for records was fairly mature in 1921, at least in terms of the revenues

generated.

As documented in Figure 3, for almost twenty years after 1921 the market

went nowhere but downhill.

The earlier quote from the BBC claimed that the sales decline came to an
end when radio and the recording industry equalized quality and learned to
take advantage of each other’s strengths. In fact, although sales did stop their
decline from 1926-1929, they remained well below their 1921 levels. Further,
the apparent slight increase in the late 1920s occurred during a period of rapid
economic growth when a more rapid increase in record sales might have been

expected.
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The drop in record sales that occurred after 1929 was far more precipitous
than the drop during 1921-25. Clearly the depression must have had a large
role in this painful decline, beginning as it did right after the stock market
crash. The market for records dropped by more than 90% from 1929 to 1933.
But although it is easy to blame most of the drop, or even the entire drop, on
the depression, we should look a little more carefully at other clues that might
provide some additional insight before we attribute the entire decline to the

depression.25

A somewhat different view of the vicissitudes of the recording industry can
be gleaned from Figure 4 which measures record sales both as a percentage of
GDP and in sales per capita. As can be seen, the fall in record industry
revenues was far greater than the fall in GDP, since as bad as the depression
was, the 26% drop in GDP was, thankfully, nowhere near the 90% decline

experienced by the recording industry.

It is conceivable that extremely high income -elasticities for sound
recordings were responsible for the decline in record sales being so much larger
than the decline in income in the early 1930s, but such elasticities are
inconsistent with the decline in record industry revenues that occurred in the
1920s, at a time when the economy was experiencing robust growth (48% from
1921 to 1928). The elasticities that would be implied if the depression were to
be given credit for the entire drop in record sales are also inconsistent with the
rather pedestrian improvement in recording industry revenue that occurred in

the decade after WWII.

% The BBC history blames the decline entirely on the depression. They state: “If market forces affected the
recording industry, the Great Crash of 1929 changed it irrevocably as [sic] leisure items such as electrical items
becoming luxury goods. Thomas FEdison's cylinders and discs ceased production entirely, while smaller
independents were swallowed by new conglomerates that could weather the economic storm... For the first time
business interests overtook artistic ones. While pandering to mass markets created a certain dumbing-down in the
output, the effects of mass-production did result in a large drop in price of records... One very significant part of the
market did, however remain buoyant - the Juke-box.”
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By way of comparison, the movie industry, which suffered a serious decline
from 1929 to 1932, came back strongly afterward, matching its pre-depression
values (at least in attendance) by 1935, as can be seen in Figure 1.26 We will
see below that radio continued to grow rapidly through the depression. Yet the
market for records did not show signs of life until 1938 and even then failed to
approach the levels seen in the early 1920s. As Figure 4 makes clear, even then
record sales failed to keep up with the growth in the economy since it isn’t until

after the war that sales return to pre-depression values as measured by share
of GDP.

Given this evidence, it seems difficult to blame the entire magnitude of the
decline in sound recording revenues during the depression on the macro
economy alone. The recording industry appears to have had. some other
factor(s) hindering its performance, both immediately before the depression and
continuing through the depression. The most obvious candidate is the

competition from the radio industry.

28 It took the movie industry an additional two years to essentially catch up to total revenue from 1929,
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2. A Very Brief History of Radio

Radio, of course, did not suddenly arise fully formed. There were many
experimental broadcasts and many amateur stations. Yet the first commercial
American radio station is generally accepted as being KDKA in Pittsburgh,
going on the air continuously in November of 1920. Numerous stations went on
the air in the next few years, and by 1923 the number of stations was over 500,

which remained the approximate equilibrium value for the next fifteen years.2?

The number of homes with radios grew somewhat more slowly. In 1922 it
was claimed that 1 million households were going to own radios before year
end. In 1926, at the time of the formation of NBC, it was claimed that 5 million
households had radio, out of a total of 26 million, for a penetration rate of
20% 328 The penetration rate of radio appears to have reached two thirds of all
households by 1935.29 Clearly, the penetration of radio largely occurred from
the early 1920s until the late 1930s.30 National broadcasting networks, with

their superior production values, arose in the mid to late 1920s.

Not only did people buy radios, they used them. It is a fairly remarkable
testament to the power of this new medium that during the depression

households would spend the money required to purchase a radio receiver.

27 Reported in Figure 1 in Thomas Hazlett, “Physical Scarcity, Rent Seeking, and the First Amendment” Columbia
Law Review, Vol 97: 905-944. Hazlett’s data are taken from Bureau of the Census.

! NBC was created by Radio Corporation of America (RCA), the worlds largest producer of radio sets at the time,
based upon a station purchased from AT&T. RCA took out large advertisements in newspapers in September of
1926. In the advertisement it was claimed that at that time 5 million homes had radio, with 21 million yet to have a
radio. This would be a penetration rate of 19.2%. A copy of the advertisement can be found here
http://earlyradiohistory.us/1926nbe. hitm.

29 According to http:/history.acusd.edu/gen/recording/radio2.html.

%% According to Herman S. Hettinger, the number of radio receivers in the US (in millions) from 1923 until 1932
was: 1.53, 4, 5, 6.5,7.7, 9, 12, 15, 16.68. Table II, page 42 in A Decade of Radio Advertising, Amo Press, New
York, 1971. From Figure 2 in Hazlett’s Columbia Law Review article, a similar, fairly smooth increase in shown.
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3. Interpretation

From 1921 on, the story of radio was one of constant growth for the next
two decades. This is the inverse of the recording industry, which had fairly
constant decline over this period. There are good reasons to think that this

relationship is more than happenstance.

Listening to radio or sound recordings could both be done at home. The
acoustic quality of radio was often better than what was available with early
recordings. Sound recordings in the 1920s and 1930s tended to allow only four
minutes or so of play on a side before another record would have to be loaded
onto the platter, making them fairly inconvenient for listening to music at long
stretches. It is not surprising, therefore, that there was a reasonable

substitution effect that hurt the market for records.

If there was a strong substitution effect between listening to radio and
listening to phonographs then the decline in record sales can easily be
explained by the growth in radio. The strong decline in record sales implies
that either there was little or no exposure effect, or that the substitution effect

was overwhelmingly dominant

The timing of radio’s ascendance and the record industry's fall seems more
than coincidental. There are some other alternatives that might be suggested,
however. The movie industry also was also likely to be substitutes for the
consumers’ entertainment dollar. Yet there is a stronger case for radio having
the major impact. Radio was audio based, as were records, radio was music
based, as were records, and radio was listened to in the home, as Were records.
It is also the case that movie “talkies” began in the mid 1920s and attendance
skyrocketed from 1926 to 1929, yet in those particular years record sales were
hardly affected as would have been expected if movies were responsible for the

decline in records sales that occurred (see Figure 1). Further, the record
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industry had a dismal performance during the 1930s, yet movies did not grow

in that decade—radio did.

Thus the evidence supports a claim that radio was strongly detrimental to

record sales during this period.

Others have commented on this possibility as well. According to Morton:

Record companies welcomed the subsequent transfer of electrical technology
from radio and motion pictures o the phonograph industry, but hated the effect
these two new forms of entertainment had on the record business. Radio was the
biggest threat. On the eve of broadcasting’s debut, between 1914 and 1921, record
sales had doubled, largely because of sales of popular music. With the
inauguration of network radio in the middle 1920s, the market for popular
recordings collapsed, resulting in a number of companies leaving the field or
changing ownership. Page 26.

The timing of the growth in record sales beginning in 1955 is also
interesting although I would hesitate to draw too much from it. Returning to
Figure 4, a sustained rise in the fortune of the record industry began at the
same time that television began to eclipse radio as the dominant entertainment
medium in the country in terms of viewers’/listeners’ time. Did the shift away
from radio as the premier entertainment medium in the country allow the
recording industry to breakout of its longtime doldrums? Perhaps, but some
alternative explanations such as the rise of rock and roll, or the rise in the
Long Playing record have enough strength as alternatives to preclude a clear

affirmative answer.

4. Caveats

Clearly, the imprecision in these data, the fluidity of the content and
technology, and the changing market conditions all make it impossible to have
a totally clear-cut test of the impact of radio on the recording industry. There

are several caveats to make.
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a. Quality of Sound

The relative quality of radio and recordings was different in the 1920s than
it has been in recent times. Radio, of course, was based on electricity. Radio
required electrical amplification and speakers in order to operate. This gave
radio an initial advantage over acoustic phonographs in terms of sound quality.
Although the sharing of amplifiers and loudspeakers between radio and
phonographs was to become common, with the two devices often merged into a
single device, radio at first had sonic advantages. Nevertheless, when
recordings increased in quality in the mid 1920s, due to the use of an electrical
as opposed to acoustical recording process, there is no evidence of an exposure
effect increasing record sales. At best the decline came to a halt for a few years.

There is no support for a claim that radio play enhanced record sales.

The relative quality of sound on records versus radio may have been
different in 1920s than it was for most of the latter part of the century. Radio,
in the second half of the twentieth century, had lower quality than sound
recordings. The inconvenience of using records largely disappeared,
particularly when the 33 rpm LP record was introduced in 1948 and automatic
record changers became more popular. The impact of radio broadcast on record

sales in the 1920s and 1930s, therefore, might have changed in later decades.

b. Use of Music

One might argue, with some justification, that radio originally played live
music when it played music and that it did not play records. Certainly, many of
the popular network radio programs, such as Amos and Andy, did not play
records. But there were many radio programs based on music. As long as the
music played on radio was also recorded on records, the impact of radio play

on record sales should be largely the same as it would be whether or not the
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specific recordings were played directly on the radio. Further there is some

evidence that local radio stations did play records.3!

Although the role of radio in creating an audience for election returns,
horse races and prizefights is the stuff of legend, the mainstay of radio
broadcasting was music. Anélyses of network radio broadcasts by Hettinger
revealed that music made up about two thirds of the content in the period
1927-32. Further breaking down the data, he discovered that popular music
made up 35%-40% of programs, with semi-classical music at about 15% and
variety music at about 5%232 Popular music was played more frequently during
the prime time hours with the largest audiences climbing from about 25% in
1927-28 to about 54% in 1931-32. Radio programming, even from this early
period, was focused on music and particularly popular music, so it is
reasonable to expect that the recording industry would be impacted by

whatever effects radio might potentially have.

C. The Introduction of Advertising-Based Radlio in England

The second experiment occurs at a considerably later period of time, the
last third of the 20t century, in England. British radio broadcasting was much
different from American radio during the 1950s and 1960s. This is particularly
striking given that the two countries had such similar charts of best-selling

records. This difference provides the basis for our second natural experiment.

1. A brief history of British Radio

Radio was monopolized for many years in England by~ the British

Broadcasting Corporation (BBC). The BBC was originally (1922) a consortium

31 For example, see http://earlyradiohistory.us/1922can.htm,

32 Table XXIII on page 218 in Hettinger. Variety music, according to Hettinger, changed over the period from
mainly classical to mainly popular. Variety programs, which also contained much music tended to have about 5% of
the programming,
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of six radio manufacturers who were granted a virtual monopoly over the sale
of receivers, with the British Post Office overseeing the consortium.33 These
manufacturers wanted to promote the existence of radio stations so that they
could sell more receivers, just as RCA did by creating NBC. In return for the
monopoly on the sale of receivers, the manufacturers agreed to give ten percent

of the revenues from the sale of receivers to the BBC.

The BBC became a full-fledged public corporation in 1927, financed by a
government tax levied on radio receivers. Being a creature or at least a quasi-
creature of the government, the BBC endured certain restrictions on its
practices. Initially, due to pressure from the press which was concerned with
possible declines in newspaper circulation if radio were to broadcast news, the
license provided “that the Company shall not broadcast any news or
information in the nature of news except such as they may obtain on payment
from one or more...news agencies.” For years the BBC would begin its news
broadcasts by acknowledging the sources from which they had purchased their

information.

There were other restrictions more important for our purposes. There was a
'needle-time restriction', limiting the number of minutes that recorded music
was permitted to be played weekly. This was due to agreements with the
Musicians' Union—since the BBC employed its own orchestra(s) playing music,

allowing the playing of records would have reduced the need for musicians.34

As the decades ensued, the BBC lost touch with at least one very important

segment of the music listening public—the teenagers of the country. One type

3 Some of this material is taken from “The Unofficial Guide to the BBC” http://www.vaxxine.com/master-
control/BBC/chapters/Bbe_form.html

24 This comes from a history of the pirate radio stations
http://radiolondon.co.uk/kneesflashes/stationprofile/hist.html although another history of UK Radio
http:/dspace.dial.pipex.com/town/pipexdsl/r/arar93/mds975/Content/ukradio2 html suggests that it was record
companies that wanted to limit the amount of time that records could be played on radio. The limit on record play, at
least in the post-war era, was 37.5 hours per week.
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of music that it did not program to any great extent was rock and roll. The
bottom line is that radio listeners in England had only the BBC to listen to,
with it.s handful of networks, only one of which catered to popular tastes (the
Light Programme) and even that station had only a few shows with recordings
of popular music. The program that gets the most mention, a show called the
“Pick of the Pops,” was broadcast only once per week.35 Since the BBC was the
only game in town, listeners were captive to its choice of programming. Unlike
a producer in a competitive market who must cater to the demands of

customers, the BBC was free to program what it felt was appropriate.

Competition is a hardy weed, however. Radio competition, disallowed by
law, arose in an unusual form—pirate radio stations, which became quite

influential in the mid 1960s.

The demand for rock-and-roll was sufficiently large, and the topography of
the country was such, that entrepreneurs were able to turn some converted old
boats into floating radio stations parked just outside of Britain’s territorial
waters, with monikers such as Radio London and Radio Caroline. These were
advertising-based, for-profit ventures (one was even set up by a group of

Texans).

Although it seems impossible to get accurate numbers on the audiences of
these stations, they were sufficiently large that the British government, in
1967, passed the Marine Offenses Bill which made it illegal for any Briton to
conduct business or interact with the pirate radio stations. This essentially put

the pirates out of business.

** There was also the Home Service, which was speech based, the Third Programme, which was highbrow, and the
World Service which went to other countries.
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To appease discontent caused by the shutdown of the pirate stations, the
BBC promised to create its own network to play popular records. The stage was

also set for the entrance of commercial radio that began in the early 1970s.36

2. The Impact of Private Commercial Radio

Private radio stations in England are supported by advertising, thus having
the disadvantage of annoying the listener by having to intersperse commercials
within the broadcast. Nevertheless, the increase in stations has been
impressive and so too has been the growth in audience. Commercial stations

finally achieved the majority of listening hours in 1995.

The impact of private radio stations came in three waves.37 A small number
of private stations were licensed beginning in 1973. The government was
reluctant to increase the number of stations until new legislation in 1980. The
early 1980s saw another increase in the number of stations. The mid 1990s
saw another burst of activity and increase in the number of stations. At first
the private radio stations were heavily regulated. Over time these regulations

softened.

Some evidence on the historical size of the commercial radio audience can
be gleaned by the share of advertising generated by British radio stations. It
grew from .24% in 1973 to 2.49% in 1978 where it largely remained until the
early 1990s when it began to steadily grow, achieving a level of 6% in 2000.38

The end result of this is that historically, British radio audiences have not

had the capacity to listen to popular recorded music on radio to anywhere near

3 There is a very nicely detailed history of these events at

http://www.icce.rug.nl/%7Esoundscapes/VOLUMEQG6/Fight free radio.html
*7 This discussion is based upon Meg Carter’s “Independent Radio: The first 30 years” The Radio Authority, 2003.

3% These figures can be found on page 57 of Carter. British private radio’s share of advertising still appears to be less
than the share of other countries. Its share is about one third the US and Canadian level and one half that of Australia
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the same extent as American audiences. Prior to 1967 there was a very great
difference in this ability. This difference began to diminish in the late 1960s
and early 1970s and then continued to diminish in the 1980s and 1990s.

If radio play significantly increases record sales, then British record sales
should have increased significantly relative to American record sales beginning
in 1967 and continuing over the next decade or two, holding everything else
equal. By comparing record sales in the two countries over these decades we
can test whether radio play increases record sales. Unfortunately, reliable UK

data on record sales do not begin until 1973.

Figure 5 examines the ratio of UK/US sales per capita of full-length
albums, whether vinyl, cassettes, or CDs. There is no evidence of an upward

trend caused by greater radio airplay of popular music.

Figure 5: UK/US albums per capita
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Figure 6 examines the sales of singles, regardless of physical format. Here
there might appear to be some evidence for the claim that radio increases
record sales since sales of singles increased dramatically in the UK relative to
the US. Of course, sales of singles in both countries fell significantly over this

period and singles are no longer an important market.

(data taken from TVBasics, TVB of Canada, 2003), which might not be surprising given the still very large share of
BBC radio.
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Figure 6: UK/US singles per capita

In an attempt to gauge the importance of the increase in UK singles relative
to US singles, I assumed that albums contain ten singles and then merged the
two series together. Figure 7 presents the results which clearly show that

singles have very little impact on the overall market.

UK/US albums per-éapivia
US/UK ratio total songs at 10:1

These comparisons do not control for other economic variables such as
price or income. If by chance the price of records rose in the UK relative to
prices in the US, then the quantity sold in the UK would have been expected to
fall relative to US quantities. In that case it might still be possible that radio
enhanced the market for records in the UK even if the quantity of albums sold

in the UK did not rise relative to the US. Alternatively, if incomes in the UK
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.‘ rose by less than incomes in the US and if record sales are positively related to
income, then radio might have had a positive impact on record sales in the UK

even though the quantity sold did not rise in the UK relative to the US.

These possibilities are examined, starting with Figure 8. From Figure 8 we
can see that changes in both inflation adjusted record prices and GDP per
capita were extremely similar between the two countries. Changes in UK
inflation adjusted income (GDP per capita) very slightly failed to keep up with
changes in US income over this period (2.9% lower over the entire period).
Inflation adjusted record prices in the UK increased at a rate very slightly

(3.3%) below the US rate although they were above the US rate for much of the
period.
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With this background it would seem impossible for the impacf of price and
income to alter the overall conclusion that the introduction of commercial radio

had little impact on the quantity of records sold.
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Table 2
B Std. Error t Sig. |R-squared] Adjusted R-

squared

Us 0.285 0.222
(Constant) -2.30E-02 0.021| -1.105 (.28
Yearly Percent Change in Real Income 2152 0.722] 2.983} 0.006
Yearly Percent Change in Real Price -0.191 0.273] -0.697 0.492

UK 0.153 0.082

(Constant) -9.00E-03 0.024] -0.382]1 0.706
Yearly Percent Change in Real Income 1.729 0868 1.9911 0.058

Yearly Percent Change in Real Price -0.13 0.307] -0423] 0.676

Dependent Variable: Yearly percent change in albums per capita

Table 2 presents the results from regressions with the percentage change in
per capita album sales as the dependent variable and the percentage change in
réal price and percentage change in real per capita GDP as independent
variables. The coefficient on income is positive and significant in both
countries. The coefficients on price in either country are not statistically

significant, although they are at least of the correct sign.

In both countries we have an income elasticity of approximately two but
with fairly large standard errors. From Figure 8, we know that the relative
income changes in the two countries never deviate by more than 5%. At the
end of the period, the income change in the UK was less than 3% below that of
the US. Adjusting UK sales, which rose 2% less than in the US, for the higher
income growth in the US, would leave the UK with a mere 4% increase in sales
over the US during a three decade period during which radio play of popular
music increased dramatically. Given the standard errors we certainly cannot

support a claim that radio play increased sales of sound recordings.

The final piece of evidence concerns the revenues generated in the two
markets. By using revenues as the variable of interest we can allow both prices
and quantities to vary in the two countries. In order to avoid difficulties often

associated with trying to control for exchange rate movements, I calculate the





share of GDP going to the recording industry in the two countries.? The results

are reported in Figure 9.

Again, we have a result inconsistent with a claim that radio airplay
increases record sales. In fact, over these decades the share of GDP devoted to
records in the UK fell relativeA to the share in the US, and the fall was in the
vicinity of 13%. This is slightly more lopsided than the other measurements,

but still is not a particularly large difference.

Figure 9: UK/US Record Industry Share of GDP Normalized

- bt e e I T T S S Vo S VoAV U O )
NeoJi o TR e R No B Ve I o] e o BB B e B = T2 "> =T o Yo B Uo TR Na JEANo R Vo B Yo Y = JANe B No B wo )
NN N N ) OO 00 00 0 & &0 0 0 0 O W D VOV YW O OV \WwWwWOo
LV NS A« N ) — N WD LTV O ~NWARWUONO®WOWO

The bottom line from this examination can be stated as follows: The
introduction of commercial radio in the UK did not increase the market for
prerecorded music, contrary to the claims of symbiosis often made in the
literature. Although there is some evidence that radio may have harmed sales

slightly, the evidence is weak. The most reasonable conclusion would appear to

*® Although not reported in the text, the 1973 share of GDP devoted to record sales was remarkably similar in the
two countries (.14% in both the UK and the US). One could argue that this similarity of ratios indicates that the
UK’s lack of commercial radio stations in 1973 neither hurt nor hindered record sales, which is not too far from the
conclusion I reach in the paper. Differences between the two countries, however, make it unwise to merely compare
the absolute shares. The approach taken in the text, to compare the change in relative shares in the two countries,
normalizes each country to its specific characteristics (income, tastes, and so forth). As long as these other
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be that the introduction of commercial radio had a fairly small negative impact

on the record industry in the United Kingdom.

This conclusion is supported by statements made by the UK Monopoly and

Mergers Commission:

The broadcasting of records—for instance, the “Top 40' singles or the airing of
new product by popular disc jockeys—has long been an important promotional
tool for new record artists and products. We were told, however, that the growing
quantity of music broadcast on radio has moved towards becoming a substitute for
record sales, with a consequent negative impact on such sales. Consumers who
want to hear a particular kind of music are increasingly likely to be able to find a
radio station that concentrates on it. This can reduce the incentive to buy records,
while the growing facility for high-quality home taping may reduce the necessity
for such purchases. We were told that these effects had been reinforced by the
removal in 1988 of the restriction on independent radio stations which limited
them to nine hours of ‘needletime' per day. We have been told that this trend is
likely to accelerate when high-quality digital broadcasts are introduced.®

D. Additional Evidence

Intuition can provide some help in achieving an understanding of the
impact of radio broadcast on overall sound-recording sales. Americans spend

approximately 3 hours per day listening to radio broadcasts.41

According to the US statistical abstract, music listeners spend about 45
minutes per day listening to prerecorded (presumably purchased) music.42 Note
that the time spent listening to radio is three to four times as large as the time

spent listening to prerecorded music. Without the availability of radio, some

characteristics remain constant between the two countries, the approach taken in the text is more robust and instills
greater confidence.

“ page 79, “The supply of recorded music; A report on the supply in the UK of prerecorded compact discs, vinyl
discs and tapes containing music” Monopolies and Mergers Commission; Presented to Parliament by the Secretary
of State for Trade and Industry by Command of Her Majesty, June 1994.

1 According to Arbitron, Americans spent 20 hours per week in listening to radio in the Fall of 2002, which can be
found here: http://wargod.arbitron.com/scripts/ndb/ndbradio2.asp

2 The number is 263 hours per year Hund in the US Statistical Abstract, Table No. 1102, Media Usage and
Consumer Spending: 1996 to 2005. http://www.census.gov/prod/2003pubs/02statab/infocom.pdf
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consumers who would otherwise have listened to radio would most likely
instead listen to more prerecorded music, since that is the closest substitute. If
we make the perfectly reasonable assumption that the more time one spends
listening to prerecorded music, the more prerecorded music that one will buy,

it is easy to see how radio might harm sound-recording sales.*3

The most clear-cut possibility of prerecorded music sales being harmed by
radio is likely found in the activity of listening to music while driving. According
to an Arbitron study of in-car radio use, one third of radio listening occurs in

automobiles, which works out to about one hour per day.4

If radio were not available, the only way to listen to music in automobiles
would be to listen to prerecorded music. Alternatives, such as movies, reading,
or television are not available while driving. With the alternative of silence, and
no other substitutes available, it seem very likely that if radio were unavailable,
the one hour per day currently spent listening to radio in automobiles would

convert to time spent listening to prerecorded music.

An increase of one hour per day in listening to prerecorded music would
more than double the daily amount of time the average person spent listening
to prerecorded music. It is hard to believe that such a doubling would not
dramatically increase overall sound-recording sales. And this is just for

automobile usage of radio.

Looked at in this light, therefore, it is easy to imagine that radio broadcast

might decrease the purchase of sound-recordings.

*> The advent of cassettes and CDs allowed prerecorded music to became portable for the first time, presumably
increasing the amount of time that individuals spent listening to prerecorded music. Liebowitz (2004) demonstrates
that the increase in the penetration rate of portable devices coincides with a large increase in sound-recording sales
and suggests that causation runs from new uses to increased listening to increased sales. See Stan J Liebowitz “Will
MP3 downloads Annihilate the Record Industry? The Evidence so Far” Advances in the Study of Entrepreneurship,
Innovation, and Economic Growth, V. 15, 2004, pp- 229-260.
http://papers.ssrm.com/sol3/papers.cfim?abstract id=414162

% The study can be found here: http:/arbitron.com/downloads/InCarStudy2003.pdf
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IV. Payola and the Fallacy of Composition

It is fairly well-known that record labels will often attempt to pay to have
their records played by disc-jockeys. In fact, there is a special term that has
been coined to describe this behavior—payola—and in the 1950s several
American disc-jockeys went through well publicized congressional hearings

meant to prevent such activity.s

The fact that some record labels were willing to pay those in charge of
programming radio stations to promote some records might be taken as
evidence that radio play must be beneficial to record sales. Yet that would
contradict the evidence on record sales reported in the previous two sections. Is

there, in fact, a contradiction?

I think not. Although it seems logical to assume that payola means that
radio enhances overall record sales, that conclusion suffers from the fallacy of
composition—what may be true for individual observations is not necessarily

true for the entire group.

An individual record, particularly if consumers are unfamiliar with the
creators, will benefit greatly from airplay. An individual record label will benefit
if radio stations tend to focus on broadcasting that label’s records. The benefit
to that recording or label, however, comes at the expense of other records and
other labels since increased play of one record must lead to a decreased play of
other records. If radio listening is a substitute for listening to prerecorded
music, that substitution will occur regardless of which records are being
broadcast, unless listeners feel that the quality of records being played has

gone down.

** For an in depth history of payola see Ronald Coase “Payola in Radio and Television Broadcasting,” Journal of
Law and Economics, October 1979, 269-328. Coase does not directly address the impact of radio on record sales
although he does seem to implicitly believe there is a positive linkage. His main interest is to understand the causes
of the attempt to ban payola.
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Since radio broadcast of a record generally increases its share of the market
it makes sense for labels to try to get their records broadcast. Payola is rational
until the marginal benefit from additional payola no longer covers the cost.
Radio stations want to maximize their profits, which requires balancing the
audience size, which is maximized by playing records that listeners most
prefer, against any revenues that might be generated by ‘selling’ airplay to
record labels a la payola. This keeps the radio stations from deviating too far

from what listeners would want to hear.

Recordings of the works of well known artists are less likely to need or
benefit from payola since radio stations will want to play those records in order
to achieve large audiences.46 It is not unusual for leading stations to be given
‘exclusives’ over anticipated new recordings for a day or two, although I do not
know what the stations ‘pay’ for this privilege. These are the recordings for
which radio stations would be expected to pay large sums for the rights to

broadcast if there were property rights in the broadcast of the recording.

It shouldn’t be surprising that producers of recordings using little known
artists are interested in paying for airtime. This is no different than in many
other markets. There are often new entrants into many types of markets and it
is not uncommon for new entrants to provide free samples, giveaways, and
other devices to try to achieve market share, and that is how payola should be
viewed. The media are willing to pay large sums for interviews with major
celebrities, whereas minor celebrities are willing to pay to get someone to
interview them. It certainly cannot be viewed as indicating that the overall

market price of music for performing rights on radio is negative.

* Coase reports that payola was favored by small record labels and that large labels (and music publishers prior to
that) had attempted to outlaw activities such as payola for many decades. Coase viewed the ban on payola as
anticompetitive,
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Even if a majority of recordings were found to have negative prices for
broadcast rights, this would not necessarily indicate that the overall market
price, which is weighted by transaction size, would be negative. Only a small
percentage of recordings are successful, and yet the successful ones dominate
the revenue in the industry and would also likely dominate the overall market

for market-based performing rights payments.

V. Conclusions

The belief that radio enhances the market for sound recordings seems
firmly embedded in current regulatory, commercial, and legal thinking. Yet
there appear to be no formal studies examining the relationship between the

two markets.

I have examined two episodes in which the impact of radio should be
relatively easy to observe. The evidence from this empirical examination
indicates that, contrary to common beliefs, radio broadcast does not enhance

the market for sound recordings.

Clearly, there is room for additional work. But the evidence seems strong
enough, and the intuition supporting the evidence seems compelling enough,
that a complete rethinking of the economic relationship between these
industries, and the laws, regulations, and decisions having to do with the

interaction of these industries, seems appropriate.
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LIBRARY OF CONGRESS ﬁ E@ EEVE 2
Washington, D.C. 20540
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In the Matter of

Adjustment of Rates and Terms for the Digital
Performance Right in Sound Recordings Docket No. 2001-1

CARP DSTRA2
Notice and Recordkeeping for Use of Sound :

Recordings Under Statutory License.
Docket No. RM 2002-1
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NOTIFICATION OF SETTLEMENT AND
MOTION TO SUSPEND CARP PROCEEDING
AND NOTICE AND RECORDKEEPING RULEMAKING
APPLICABLE TO PREEXISTING SDARS

Pursuant to 17 U.S.C. §§ 112, 114 and 803, XM Satellite Radio Inc. (“XM”), Sirius
Satellite Radio Inc. (“Sirius™) (each a “Service”), and SoundExchange (“SoundExchange™),
currently an unincorporated division of the Recording Industry Association of America, Inc.,
hereby notify the Copyright Office of their settlement, by private, confidential, non-precedential
agreement, of the rates and terms at issue in the above-captioned Copyﬁght Arbitration Royalty
Panel (“CARP”) proceeding. The American Federation of Television and Radio Artists
(“AFTRA”) and the American Federation of Musicians (“AFM?”) join in this notice and motion.
(All the foregoing entities are referred to collectively herein as the “Moving Parties.””) The
Moving Parties constitute all the parties in the above-captioned CARP proceeding. Consistent
with the public policy in favor of negotiated resolution of sound recording performance royalty

rates and terms, and to avoid the costs and burdens of a lengthy CARP proceeding, the Moving






-

Parties hereby request that the Copyright Office suspend the CARP proceeding, subject to re-
opening only in the limited circumstance described below.

In addition, the settlement agreement includes an agreement on interim notice and
recordkeeping requirements applicable to the pre-existing satellite digital audio radio services
(“SDARS?”) for the period through December 31, 2006. Given that agreement, adoption of
regulations by the Copyright Office for notice and recordkeeping by SDARS should be deferred
until at least January 1, 2007, when any proposed regulations can'be assessed in light of
experience under the agreement. Thus, the Moving Parties ask the Copyright Office to suspend
its notice and recordkeeping rulemaking for SDARS at least through the period December 31,
2006, unless and until the filing of a petition to re-open the rﬁlemakiﬁg With reséect to the period
after December 31, 2006 by an interested party, or unless SoundExchange petitions for the
adoption of the notice and recordkeeping provisions of the Agreement for the period through
December 31, 2006 in the limited circumstance described below. |

Background

The Copyright Office inaugurated the above-captioned CARP proceeding in January
2001 through publication of a Federal Register Notice initiating a voluntary 6-month negotiation
period to determine the rates and terms for the statutory licenses covering the preexisting satellite

digital audio radio services (“SDARS”). See 17 U.S.C. §1 143)(10)." Because the 6-month

' Also included in that proceeding were the rates and terms for the statutory licenses applicable
to the three identified preexisting subscription services defined in 17 U.S.C. § 114()(11).
The proceeding for those services was effectively severed from this proceeding pursuant
to a separate settlement agreement and Copyright Office order. See Joint Petition for
Adjustment of Rates and Terms for Statutory Licenses Applicable to Preexisting
Subscription Services and Request for Immediate Stay of Obligation to File Direct Cases,
filed by the Recording Industry Association of America, Inc., et al., on January 17, 2003;
Notice, 68 Fed. Reg. 4,744 (Jan. 30, 2003); Copyright Office Order of March 14, 2003
(denying notice of intent to participate filed by Royalty Logic, Inc.). That agreement, and





‘ negotiation period expired without an agreement, RIAA/SoundExchange, XM and Sirius filed
petitions requesting that the Librarian convene a CARP to establish the rates and terms for the
SDARS license. The only parties filing timely notices of intent to participate in this proceeding
with respect to the SDARS license were the Moving Parties. Currently, by a Copyright Office
Order of March 17, 2003, the filing date for written direct cases is March 24, 2003,
The Copyright Office also is currently considering comments filed by SoundExchange,
AFM, AFTRA and the Services in connection with its notice and recordkeeping rulemaking in

Docket RM 2002-1.

The Agreement

On March 18, 2003, XM, Sirius and SoundExchange executed an SDARS Performance
and Ephemeral License Agreement (“Agreement”) establishing the rates and terms under which
SoundExchange grants to each of XM and Sirius a nonexclusive license to:

J Perform publicly the sound recordings with respect to which
SoundExchange has the right to license performances, within the scope of
the statutory license under 17 U.S.C. §114, by means of digital audio
transmission through each licensee’s service; and

o Reproduce ephemeral phonorecords of the sound recordings with respect
to which SoundExchange has the right to license reproductions, within the
scope of the statutory license under 17 U.S.C. §112(e), but such license is
granted solely in order to facilitate digital audio transmissions through
each licensee’s service.

These licenses are granted for the period commencing with each Service’s launch of a
commercial SDARS and continuing through December 31, 2006.

The parties to the Agreement intend that it shall be non-precedential, and shall not be

admissible as evidence or otherwise taken into account in any administrative, judicial, or other

those services, are not involved in this motion, which relates to the settlement of the
remaining controversy in this proceeding.





government proceeding, except that it may be taken into account to a limited degree in one
circumstance relating to the bankruptcy of a Service, as described below. The parties would not
have entered into the Agreement but for this understanding.

Nonmembers

While SoundExchange cannot bind copyright owners that are not members of
SoundExchange, the parties recognized that no nonmember has previously éxpressed any
intention of participating in a CARP proceeding with the SDARS, and there is no basis in the
regulations of the Copyright Office for them to do so now. In addition, such copyright owners
likely would find it cost prohibitive to participate in a CARP proceeding now even if they were
permitted to do so.

Notwithstanding this, the parties wished to provide a mechanism for nonmembers to
receive payment to the extent that the Services may use their works. Toward that end,
SoundExchange has voluntarily agreed, and the Agreement requires SoundExchange, to use
commercially reasonable efforts to pay the applicable share of the royalties it re-ceivc.as to
copyright owners and performers that are not members of SoundExchange who identify
themselves to SoundExchange and provide the necessary payment information. Payments to
nonmembers will be based upon SoundExchange’s generally applicable distribution procedures
and the performance information reported by the Services, and will be in accordance with the
percentages set forth in 17 U.S.C. § 114(g)(2). SdﬁndExchange’s distribution methodology does'
not discriminate between members and nonmembers, and SoundExchénge has agreed that its
methodology will not discriminate between members and nonmembers under the Agreement.

The Services would not have entered into the Agreement but for this payment understanding.





Acceptance of Settlement and Suspension of CARP

Sections 114 (£)(3) and 112(e)(5) of the Copyright Act expressly provide that voluntarily
negotiated license agreements between copyright owners of sound recordings and entities
performing sound recordings take precedence over any corresponding determination by a CARP
or the Librarian. 17 U.S.C. §§112(e)(5), 114(f)(3). In conjunction with the voluntary |
negotiation periods mandated by the statute, see 17 U.S.C. §§112(e)(3), 114(£)(1)(A) and
114()(2)(A), these sections are evidence of a public policy in support of settlements between
interested parties in lieu of lengthy and costly administrative proceedings. Settlements provide
timely certainty in business arrangements and conserve the resources of both the interested
parties and the Copyright Office by removing the need to incur the costs, delays and other
burdens attendant to a CARP proceeding.

All parties to the CARP have settled all issues between them concerning the rates and
terms for the 2001-2006 statutory license for preexisting SDARS, so there is no remaining
controversy. Accordingly, the Moving Parties request that the Copyright Office suspend Docket
No. 2001-1 CARP DSTRAZ2, subject to re-opening that proceeding only in the one circumstance
described below. Requiring the continuation of the CARP in light of the Agreement would be
wasteful and unnecessary, especially given that the Agreement will, by statute, control as against
any prescribed rates or terms. 17 U.S.C. § 114(f)(3). It would also be impracticable, since there

would be no parties to litigate or to pay the fees of the arbitration panel.

Conditional Re-Opening of CARP

SoundExchange and the Services have discussed the possibility that, in the event a
Service files for protection under the Bankruptcy Code, the Service might seek to reject the

Agreement pursuant to that Code and, instead rely upon the statutory licenses of 17 U.S.C.





§§112(e) hd 114 in the absence of an applicable statutory rate. The Moving Parties take no
position on whether a Service could in fact do so, and do not mean to imply that such an event is
likely. However, the Moving Parties agree that, if a Licensee rejects this Agreement in
bankruptcy, certain payments to be made under fhe Agreement, and the related terms of the
Agreement, should be the statutory rates and terms for the period 2001 through 2006. The
Moving Parties also agree that those rates and terms should continue in effect on an interim
basis, subject to retroactive adjustment for the period commencing January 1, 2007, until rates
and terms are adopted for the post 2006 period. Accordingly, the Moving Parties hereby request
that, if a Service rejects this Agreement in bankruptcy, upon the entry of the bankruptcy court’s
rejection order, the Librarian of Congress re-open Docket No. 2001 CARP DSTRAZ2 for the
limited purpose of adopting these rates and terms by regulation pursuant to 37 C.F.R.

§ 251.63(b). The Moving Parties request that such adoption, like the Agreement itself, be on a
non-precedential basis. To facilitate the Librarian’s adoption of these rates and terms, if a
Service rejects this Agreement in bankruptcy, SoundExchange will deliver to the Copyright
Office a copy of the bankruptcy court’s rejection order and a copy of an agreed-upon document
setting forth the proposed rates and terms. The Parties hereby waive any objection to the

adoption of the proposed rates and terms in this circumstance.

Notice and Recordkeeping

As noted above, the Agreement includes agreement, on a non-precedential interim basis,
concerning notice and recordkeeping requirements for the preexisting SDARS for the period
through December 31, 2006. Given that agreement, adoption of regulations by the Copyright
Office for SDARS notice and recordkeeping should be deferred until any proposed regulations

can be assessed in light of experience under the agreement. A decision by the Copyright Office





in Docket No. RM 2002-1 adopting different requirements for SDARS before January 1, 2007
would either be pointless ~in that the parties have already agreed to the necessary reporting
between them — or cause substantial hardship to the parties if it imposed duplicative or
inconsistent reporting obligations. Accordingly, the Moving Parties request that the Copyright
Office suspend its rulemaking proceeding in Docket No. RM 2002-1 to the extent applicable to
the preexisting SDARS, at least through December 31, 2006, unless SoundExchange petitions
for the adoption of the notice and recordkeeping provisions of the Agreement for the period
through December 31, 2006 in the case of a bankruptcy rejection as described above. We
respectfully suggest that the Copyright Office can revisit the issues in that proceeding for the
period after December 31, 2006 if it is appropriate at that time upon the petition of one of the
Services, SoundExchange or any other party in interest. Nothing in the Agreement is intended to
prejudice the rights of any person or entity to propose that the Office adopt different rules

applicable after December 31, 2006.

Conclusion

For the foregoing reasons, the Moving Parties respectfully request that the Copyright
Office suspend the above-captioned CARP docket and suspend the above-captioned rulemaking

to the extent applicable to SDARS, both subject to re-opening for the conditions described

herein.
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Wit DI;N-?-%-X Redireet R 1 BY MR. HANDZO:
1tness 1rec Tross CaIrec CCross
M. Pelcovits 6 275 2 Q  For the record, would you tell us
SBy Mr SRteénthaall 64 281 3 your name?
1 (L . .
Eirh‘;lfl‘:’sNoe ! Document  Mark Recd 4 A Yes. Michael P. Pelcovits.
) . 5 Q And where are you employed, Dr.
R-25 Pelcovits deposition 71 .
6 Pelcovits? .
R-26 RiSOIjry BMﬁ-Veﬁzont 99 7 A I'm employed by the consulting
n; ones ecment . . .
¢ & 8 firm of Mike MECRA in Washington, D.C.
R-27 A Yah00-§0ny Short Form 193 9 Q And what does MERCA stand for?
cemen o .
R-28 g;,pD Data Table 220 10 A Mecra Economic Consulting and
220 SX$13)14DS:“ Tabl 21 11 Research Associates.
- € lable .
SX003145 12 Q And you are an economist?
R-30  NPD Date Tabl 236 13 A Tam.
- atc 1able . .
SX003097-8, 3109-10 14 Q And you testified previously?
R-31  9/19/06 McQuillanto 238 1 A Thave.
- cJuilian to
Pelcovits email, re: 16 MR. HANDZO: Your Honor, Dr.
Rilgdi'tflMMtl}lei:l Sltudyl- ‘ 17 Pelcovits was accepted an expert previously
€tnodolo, nto . . . .
R32 NPD Quesﬁonﬁiire 244 260 18 with respect to applied microeconomics. I
SX REB003117-18 19 would offer him again on that basis. "
R-33 NPD Date Table 254 20 CHIEF JUDGE SLEDGE: AIly Objection
SX REB003113-14 21 to Dr. Pelcovits testifying as an expert in
R-34 NPD Date Table 269 . P
SX003099-100 22 microeconomics’ ,
Page 7 Page 9;
P-R-O-C-E-E-D-I-N-G-S (No response.)
9:34 a.m. CHIEF JUDGE SLEDGE: Without

CHIEF JUDGE SLEDGE: On the
record. Welcome everyone back on the weekend
of Thanksgiving.

MR. HANDZO: We are thankful to be
back.

CHIEF JUDGE SLEDGE: Mr. Handzo.

MR. HANDZO: Thank you, Your
Honor. Before I begin with Dr. Pelcovits, our
schedule tomorrow just to clarify the witness
order will begin with Ms. Kessler, followed by
Mr. Wheeler and Mr. Lee.

CHIEF JUDGE SLEDGE: Thank you.

MR. HANDZO: Sound Exchange calls
as its next witness Dr. Michael Pelcovits.
Whereupon,

MICHAEL PELCOVITS
was called as a witness by the counsel for
Sound Exchange, and having been first duly
sworn, was examined and testified as follows:
DIRECT EXAMINATION

R ON B R e e
N R O WO E WNRO©®IHU WD

objection he's accepted.
BY MR. HANDZO:

Q Dr. Pelcovits, you have a massive
notebook in front of you. Could you just open
that up and identify the first document for
us?

A Yes, the first document is a copy
of my prefiled rebuttal testimony in this
case.

Q  Dir. Pelcovits, could you just
quickly kind of refresh us on the benchmark
analysis that provided in your opening
testimony in this case?

A Yes, in the opening case I
proposed that the Court use a benchmark
approach to set the rates in this proceeding
and I proposed to use the interactive
webcasting market as the benchmark. I propose §
that because I believe that the interactive -
market is a good benchmark. It's similar with

3 (Pages 6 to 9)
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“respect to a number of characteristics,

including similar buyers, similar sellers.
Many aspects of the use for the
music are similar. The single dissimilarity
is the absence of interactivity in the
statutory market and I've proposed an
adjustment to take account of that.

Q Now in your benchmark analysis,
did you address the possibility that the
benchmark market, the interactive market,
might substitute for CD sales to a greater or
lesser degree than your target market, the
market for DMCA compliant webcasting?

A Yes, 1did. I did consider that
factor in my testimony.

Q And when you say you considered
it, what exactly did you do?

A WhatIdid is I performed a
sensitivity analysis to show the effects of a
certain level of difference in
substitutability between the benchmark and the
target markets and show the effect that it

I S N N Y
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these two services?

A Thave found evidence on a number
of different aspects of promotion and
substitution. With respect to promotion, I
have looked at the data on the use of the buy
buttons by various music services. With
respect to substitution, I have provided and
presented data from a survey conducted by NPD. |

Q Let me start with NPD data. First
of all, who or what is NPD?

A NPDis a large survey firm that
has been in business for about 40 years and
conducts surveys of a wide range of consumer
goods including music services, music
purchases.

Q And how did you find out that NPD
has some relevant data?

A It was quite by accident. I asked
one of my research assistants to dig, continue
to dig, in this area and see what he could
find and he found a press report on an NPD
survey and it was really the first and only

W -1 o U i W DN

NS S e e el el el el ol ol el O
MR OW®D-TOWUdWNRFO

Page 11

would have on the rates that I recommended.

Q And what level of difference did
you use for your sensitivity analysis?

A Tused a difference of two CD
purchases per year per customer.

Q Soin other words, the interactive
market would cause a substitution of two CD
per year more than the non-interactive target
market?

A Correct. That's what I did.

Q Now are you aware that the webcast
services in their direct case presented
evidence regarding promotion and substitution
in those markets?

A Yes.

Q And is that a topic that you've
explored further in your rebuttal testimony?

A Thave. I've explored that
further after reviewing what I've seen in the
case so far.

Q What evidence have you found on
the issue of promotion substitution as between

NN PR R RR PR R R P
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thing I had seen which quantified or attempted
or I would say could be used to try to
quantify the extent to which there was
substitution for music purchases by customers
of various types of music services on the
internet.

Q Did you arrange to obtain access
to some of the NPD survey data?

A Idid.

Q Now generally what kinds of
questions did the NPD survey ask?

A In this particular survey, they
asked questions on use of various types of
digital music, their subscription to music
services, webcasting, purchases of digital
downloads, file sharing, CD burning as well as
purchases of recorded music either through CDs £
or downloads.

Q Do you know when that survey was
conducted?

A Yes. It was conducted in December
of last year, 2005.

4 (Pages 10 to 13)
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1 Q Anddo you know generally speaking 1 average number of CDs purchased by customers |
2 how it was conducted? 2 who respond to a question "Do you listentoa |
3 A Yes. The way it was conducted, 3 certain type of music on the internet" and
4 it's called an internet survey. There's a 4 then you would get the actual average response
5 large pool of respondents or potential 5 for the customers that fall in that particular
6 panelists that NPD turns to and it sends those 6 category.
7 respondents what's called a web survey. It's 7 Q And what did you do with the NPD
8 asurvey that's conducted entirely through 8 data?
9 responses electronically back and forth 9 A WhatIdid is I looked at the data
10 between the survey group and the respondents. |10 to try to get some sense of the effect of
11 Q Do you know what the size of the 11 subscription to a either interactive music
12 respondent group was for this survey? 12 service on the one hand or to a webcast, in
13 A Yes. There were about 4,000, I 13 this case, a free webcast service on the other
14 think a little bit over 4,000 responses. 14 hand and to see to what extent the customers
15 Q And do you know what efforts, if 15 and the respondents said that they changed
16 any, NPD make sure that its survey respondents | 1 6 their purchases of recorded music as they
17 match the U.S. demographics? 17 signed up to one of these services.
18 A Well, that's essentially their 18 Q And were you able to actually
19 business and that's what they do by both 19 perform that analysis?
20 determining who they send the survey out to. 20 A T was able to use the data, I
21 They have to gather and maintain data on the 21 would say, to get very indications of what was
22 demographics of the panelists and on the 22 going on here.
Page 15 Page 17
1 respondents to try to get as good as they can 1 Q If you wouldn't mind, please turn
2 arepresentative sample of the U.S. 2 to page 27 of your written testimony and
3 population. 3 youlll see a table there that says "Results
4 Q By the way, how do you know how 4 from NPD Survey of Digital Music."
5 they do what they do? 5 A Yes.
6 A Thad several discussions with the 6 Q I take it that reflects the
7 personnel at NPD, people involved in survey | 7 results of your analysis.
8 design and stats, statistical issues and 8 A That is the results of my
9 that's what we discussed and essentially their | 9 analysis.
10 approach and their efforts was consistent with |10 Q Now the top half of that chart is
11 what I've learned about a lot of different 11 headed "Subscribed to a Digital Music
12 survey firms that essentially do this on a 12 Service." Do you see that?
13 regular, professional basis. 13 A Yes.
14 Q What exactly did you receive from 14 Q And what does the digital music
15 NPD? 15 service represent to you?
16 A Ireceived from them what's called 16 A Digital music service is the best
17 "cross tabs" which essentially turns outtobe |17 that it's possible to categorize these things, |
18 just alarge Excel spreadsheet which gives the | 18 these are the interactive services that formed
19 purchases of CDs and other types of recorded |19 my benchmark market in my rate proposal. |
20 music by the respondents to the survey broken | 20 Q And how do you know that the
21 down based on their responses to other 21 respondents who said they subscribe to a
22 questions. So for example, it would give the |22 digital music service are using an on-demand

5 (Pages 14 to 17)
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Page 18

A Right. Well, they never ask that
question directly. So some of the this is
inference but they were asked how much they
paid for the service on a monthly basis and
these are respondents, this excludes
respondents who paid less than five dollars a
month because those could potentially be
subscribers to the non-interactive webcasts.
So I wanted to exclude those customers. These
are the remaining subscribers to a digital
music service and the other very powerful
indication here is that the question in the
survey included as examples, the Rhapsody I
believe, and I don't remember one other music
service.

Q But those are interactive
services?

A Yes.

Q And do you know if the survey
separately asked about download services?

A It did ask about download

0 ~J oy W
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2005. People who subscribed for less than one |
year began to subscribe in 2005.

A Yes, that would be the logical
implication of what the survey says.

Q Okay. And then you have in the
line that says less than one year, you have
some numbers under 2004 and 2005.

A Right.

Q What does those represent?

A Okay. Let me explain what I'm
doing here. I think in general what I'm
trying to do is to see what happens to the
respondents’ purchases of CDs in a before and
after world. So looking at the survey and in
this case we're looking at the group that
subscribed to the interactive services.

The customers are asked how many

CDs they purchased in 2005 and they are also
asked how many they purchased in 2004. For
the customers in this first row here, the
less-than-one-year customers, as I just said
we know that those are customers who began to §
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services. I believe the questions were

clearly differentiated enough so when the
customer said "I subscribe to a music service"
the customer or the respondent was not
confusing that with a service where the only
money they were spending was to buy digital
downloads. This was a subscription service.

Q Right. Now right below that, you
have categories of less than one year and more
than one year. What does that represent?

A One of the questions they asked is
how long have you been a subscriber to the
service. SoIdivided. They actually broke
it down into a lot of smaller categories, 1
forget exactly, three to five months, five
months to seven months, that type of
breakdown. I aggregated that to two different
categories, one customers who had subscribed
for less than one year and the other category,
those that had subscribed for more than one
year.

oM R R RPRRRRRRER
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use an interactive music service in 2005. So
we know that 2004 is a before snapshot and
2005 is at least partially if not entirely
depending on how long the customer has been a |
subscriber is an after snapshot. So this says '
these customers on average purchased 5.7 CDs
in 2004, 5.5 CDs in 2005. The different which
is the last column is -0.2 CDs per year.
Q And so that represents from the
survey data the effect on CD purchases of
subscribing to one of these services.
A Yes.
CHIEF JUDGE SLEDGE: Mr. Joseph.
MR. JOSEPH: Objection. Leading.
CHIEF JUDGE SLEDGE: Sustained.
BY MR. HANDZO:
Q What does that represent?
A Well, that represents essentially
the change between before and after and would
be an indication of whether subscription to
the music service caused a change. In this

6 (Pages 18 to 21)
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Page 22 Page 24

1 significant amount of substitution between use 1 other recorded music.

2 of the music service and purchases of CDs. 2 Q And what did you find?

3 JUDGE WISNIEWSKI: If 1 could just 3 A Ifound a very small difference.

4 ask a question here. Maybe I missed 4 There is a one CD difference here which I in

5 something. Did you say the NPD survey was a 5 fact -- This shows CD purchases. Ibelieve

6 longitudinal survey? 6 that even this change is offset by an increase

7 THE WITNESS: It was, meaning I'm 7 in purchases of digital downloads by those

8 -- 8 customers.

9 JUDGE WISNIEWSKI: Meaning thatin | 9 Q Now did you perform the same
10 fact you have the same people participating in 10 analysis with respect to people who streamed
11 the survey over periods of time. 11 music from a free website?
12 THE WITNESS: It is not, but these 12 A 1did
13 are questions asked of the same people "What 13 Q And again, the category of
14 did you buy this year? What did you buy last 14 streaming music from a free website, what does [
15 year?" This is not comparing two different 15 that represent here?
16 surveys. . 116 A That represents to the best I can
17 JUDGE WISNIEWSKI: Okay. Thank |17 tell subscribers to what would be DMCA
18 you. 18 compliant services. These would be our target
19 THE WITNESS: You're welcome. 19 market. Essentially this sets up the
20 BY MR. HANDZO: 20 comparison of the benchmark market to the
21 Q Now in the next line you have 21 target market.
22 people who subscribed to a digital music 22 Q You said subscribers. Is it

Page 23 Page 25 :’.

1 service for one year or more. Do you see 1 subscribers or listeners?

2 that? 2 A Ithink it is both if I recall

3 A Yes. 3 correctly. They subscribe and listen to it.

4 Q And so you've also have lines that 4 When they listen to it, they don't have to

5 show the change there with respect to CD 5 subscribe if it's free.

6 purchases. Do you see that? 6 Q Right. Okay, and what about the

7 A Yes. 7 survey questionnaire tells you that streaming

8 Q And do you have an opinion as to 8 music from a free website is essentially akin

9 what those numbers represent? 9 to listening to a webcasting service?
10 A Yes. Let me tell you what I was 10 A Well, first of all, the fact that
11 trying to do with this. I was just trying to 11 it's free tells me that it's not one of the
12 see -- There's essentially a lot of data here. |12 on-demand services and it also in the survey
13 I'm trying to see what does it tell us. I 13 questionnaire gives examples of types of music
14 looked at the one year or more datatotryto |14 services which would satisfy this non-
15 see if it were true that over time a customer |15 interactivity.
16 tended to reduce his CD purchases as he got |16 Q Soit gives examples of webcasting
17 more accustomed and tended to rely more on | 17 services.
18 listening to music on the internet through the {18 A Yes.
19 music services. That would really be this 19 Q AndI take it that the analysis
20 sort of an indication of a longer run 20 for the webcasting services is the same as the
21 adjustment and a longer run substitution of |21 analysis for the on-demand services in terms

of looking at the before and after picture
7 (Pages 22 to 25)
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testifying about in his testimony. I have no

1 A Exactly. It's the same numerical 1 objection to purporting to draw conclusions
2 calculations to try to again capture whether 2 from the analysis he's presented here. But to
3 there's a before and after change in CD 3 say, "And also I reviewed the data in the
4 purchases by this group. 4 different ways," we don't know what different
5 Q And what did the data show you? 5 ways he's reviewed the data. He hasn't
6 A Actually the data shows very 6 testified to what different ways and it's not
7  similar results to the top half of the chart, 7 inhere. So we don't know enough. He didn't
8 to the customers in the interactive services. 8 explain any other examination.
9 It shows a slight reduction in the CD 9 CHIEF JUDGE SLEDGE: Mr. Handzo. |
10 purchases and essentially shows that thereis |10 MR. HANDZO: Your Honor, I think |
11 no observable significant difference between |11 Mr. Joseph is reading a whole lot more into
12 customers of the interactive music services |12 the answer than is really there. What I
13 and the non-interactive music services. 13 understood him to say is that in his original
14 Q No observable difference with 14 benchmark analysis he assumed that there was
15 respect to what? 15 adifference between interactive services and
16 A Substitution of the music service 16 non-interactive services with respect to
17 for purchases of CDs. 17 substitution. In the NPD, he looked at
18 Q Now going back to your testimony |18 interactive services and the degree to which
19 at the beginning of this morning, you 19 they cause substitution. He looked at non-
20 indicated that in your original benchmark 20 interactive services to the degree they cause
21 analysis you employed a sensitivity analysis |21 substitution and he sees that the difference
22 that assumed two CD substitution differential | 22 between the two is much less than the
Page 27 Page 29}
1 between interactive and non-interactive 1 sensitivity analysis he used in benchmark
2 services. What does this data tell you about 2 analysis. That's all he's saying.
3 that sensitivity analysis? 3 CHIEF JUDGE SLEDGE: So you would §
4 A Well, it tells me that the two CD 4 have no objection to sustaining the objection
5 simulation analysis is far more generous than 5 to the extent that it goes beyond what is your
6 it needs to be, that I see no evidence at all 6 explanation.
7 in this survey, not only from this table, just 7 MR. HANDZO: Yes, I don't think
8 from reviewing the results and looking at the 8 that would result in striking anything, but,
9 survey and aggregating data in a lot of 9 yes, that's right.
10 difference ways, I come to the conclusion that |10 CHIEF JUDGE SLEDGE: Mr. Joseph,
11 any difference between the two services is 11 does that satisfy your concern?
12 almost certainly going to be much smaller than |12 MR. JOSEPH: Well, Your Honor, Mr.
13 the two CD effect that I presented in my 13 Handzo in his explanation said he looked at
14 direct testimony. 14 the NPD data. In fact, he testified about
15 CHIEF JUDGE SLEDGE: Mr. Joseph. |15 looking at some very specific pieces of the
16 MR. JOSEPH: Your Honor, move to 16 NPD data and making some very specific
17 strike the answer insofar as it includes 17 comparisons. My objection does not go to any
18 comments concerning other review and analysis | 18 conclusions he seeks to draw from the analysis
19 of the data beyond that which is presented in 19 he presented in his written testimony. To the
20 this testimony. You were given essentially 20 extent he was saying he did more than that or
one comparison that Dr. Pelcovits said he was |21 he was drawing conclusions for more than that,

N
[

that's where my objection is

8 (Pages 26 to 29)
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CHIEF JUDGE SLEDGE: There's no
dispute on that. To the extent that anything
could be read into his answer beyond that, the
motion would be granted.

MR. JOSEPH: Thank you, Your
Honor.

DIRECT EXAMINATION (Cont'd)

BY MR. HANDZO:

Q And let me just try and clarify,

Dr. Pelcovits, in your answer with respect to
the appropriateness of the two CD sensitivity
analysis, were you relying on anything other
than what's presented here in this data that
you've just been discussing?

A Well, the quantitative results are
presented right here. I did as it says in my
testimony I examined the survey results and as
a economist and social scientist, I looked at
that data and obviously not just doing a
simple calculation. So to form my expert
opinion, I was looking at the data overall and
trying to see if there were anomalies or

RN R
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claim based on the results that I have or the
results I've computed that I know precisely
what the difference as to whether it's going
to 0.2 or -0.3 or whatever. I cannot conclude
that. I can assign a statistical liability to

that, but the data overall in these

calculations give me very strong reason to '
believe that my two CD substitution simulation |
as I said earlier was far more generous than

it needed to be.

Q Now you also mentioned, Dr.
Pelcovits, that you looked at buy button data.

A Idid

Q  And just remind what buy button
data is.

A Sure. Buy button data is data on
purchases of either CDs or digital downloads
by listeners to various webcasts. Most of the
webcasts when they're playing a song give the
listener the ability to click on a direct link
to allow them to buy the music.

Q And where did you obtain buy

Page 31

something that would suggest that the
conclusions drawn from this particular
calculation were supportable and justifiable.

Q Did you find any anomalies that
would undermine this data?

A No.

Q Did you have an opportunity to

Page 33?

button data from?

A There is data in the course of
this proceeding that has been made available
to me from three different sources, from
AccuRadio (1), from Bonneville (2) and from
Yahoo (3).

Q Okay. Let's start with AccuRadio.

W o O b W

perform any statistical testing on the What data did you get from AccuRadio?

validity of the NPD data? 9 A AccuRadio reports the purchases of
A Ididnot. 10 CDs by listeners to AccuRadio via the buy
Q Why not? 11 button. Those are purchases made on Amazon.com
A TIcouldnot do it on my own 12 and something for which AccuRadio receives a

=
w

commission.
Q And do you have data that shows
you how many CDs AccuRadio sold in the course

because I did not have the raw survey results
that NPD collects and so I was unable to do it
myself and I did ask NPD to perform various

=
SN

tests and they were unwilling to. 16 ofayear?
Q Does that affect your conclusions 17 A Ido.

here? 18 Q Do you recall what year that was
A Tt does not affect the general 19 you have the data for?

T T T S iy W S g
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conclusions that I draw about the overall 20 A Yes, that's for 2005.
difference in substitution in the two markets 21 Q What other data did you have from
compared to a two CD benchmark. I would not |22 AccuRadio?

9 (Pages 30 to 33

c8aacb82-bd64-4d87-8a03-e974190a527





Page 34

FPage 36}

Q What were the results of that
calculation?

simply reading about music on a Yahoo music
homepage

1 A Talsohad data on their listening 1 A The calculation which essentially
2 audience, a number of unique listeners to 2  is using this data on purchases of digital
3 AccuRadio during October 2005. 3 downloads, dividing it by the number of
4 Q What did you do with that data? 4 listeners, is a number that actually turns out
5 A WhatI did with the data is I took 5 to be the same as it is for AccuRadio which
6 the number of CDs purchased through the buy | 6 again is 0.02 CDs purchased per year per
7  button for 2005 and I divided that by the 7  listener.
8 number of unique listeners in October 2005 8 Q Now you mentioned that with
9 making the assumption that that was a 9 Bonneville, they were selling digital
10 reasonable proxy for the average number of 10 downloads. Did you do a calculation to change |
11 listeners throughout the year. 11 downloads into CDs?
12 Q And what was the result of that 12 A Yes. 1did a calculation where 1
13 calculation? 13 assumed or essentially converted downloads to
14 A The result was that the average 14 CDs assuming there were ten tracks on a
15 number of CDs purchased via the link on 15 typical CD. So actually there were 0.2
16 AccuRadio was 0.02 CDs per listener per year, | 16 downloads per year per listener which if you
17 sotwo-one hundredths of a CD per listener per | 17 assume that's one-tenth of a CD per download
18 year. 18 that's what gives you the 0.02 CDs.
19 Q Now looking at the buy button 19 Q And lastly, you mentioned you had
20 data, does that tell you anything about 20 data from Yahoo. What did you get Yahoo?
21 whether webcasting services would be 21 A WhatI got from Yahoo this was
22 substitutional for CD sales or just whether 22 information from the purchases of downloads
Page 35 Page 37
1 they tend to promote? 1 and digital albums by Yahoo customers where
2 A This would be just dealing with 2 these were Sony BMG recorded music. So I had
3 any promotional effect. It's not giving you 3 information on purchases of Sony BMG music by [
4 any information on a substitutional effect. 4  Yahoo customers of all sorts. ”
5 You very well could have a customer buy a 5 Q And did you adjust that data in
6 certain number of CDs through the links, but 6 any way to reflect the entire market and not
7 onnet that customer might buy fewer CDsin | 7 just the Sony BMG share?
8 total because his desire to listen to music is 8 A Yes, I made the assumption that I
9 Dbeing satisfied through the web service. 9 could take this data and essentially gross it
10 Q Now tell us about the Bonneville 10 up based on the share of Sony BMG. So I want
11 data that you got. 11 tosay hypothetically Sony BMG had 25 percent
12 A The Bonneville data is from two 12 of the market. I grossed this number put by
13 Bonneville stations and in this case it 13 multiplying it by four.
14 provides the total number of digital 14 Q Now I think you may have indicated
15 downloads. These are tracks. So it's not 15 this already but are these purchases just by
16 entire CDs. It's just one of the tracks on a 16 people who are listening to Yahoo's webcasting
17 CD. That's the total number of digital 17 service or is it all of Yahoo?
18 downloads during four weeks of October 2005 |18 A It's all of Yahoo's subscription,
19 and I use that data to perform a similar 19 non-subscription or even just purchasing music
20 calculation. 20 after not even listening to anything but
21
22

(Pages 34 to 37)
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Q And did you then sort of calculate
what the average listener was buying from
Yahoo?

A 1did again using this gross up
and working with bigger categories than ideal.
But this showed an effect consistent with the
other buy button data of, in this case, 0.014
CD equivalent per year, essentially albums per
year.

Q Now what conclusions do you draw
from the buy button data?

A Idraw the conclusion that from
this most direct form of what you would expect
to be promotional effects the extent of the
promotional effect is very, very small,
essentially close to zero in terms of the
effects it would have on any rate
recommendation I'd be making.

Q Now is it possible that people are
listening to music and want to buy it but they
don't use the buy button? They do it some
other way?

NI I I I NN
WO T U d WD R QYT oe W

N N
R O

N
N

Page 40 g

on the rate paid for music works?

A Yes, I am familiar with that,

Q And do you have an opinion about
the validity of that proposed benchmark?

A Yes, I believe that this approach
is not valid and not appropriate for this
case.

Q Why is that?

A There are a number of reasons both
relating to, I'd say, empirical things, namely
facts in the market and also I have
disagreement with what I'd say is his overall
conceptual approach, his theory.

Q Let's talk about the empirical
issues first. What are the empirical issues
that you've identified?

A The empirical issues boil down to
the fact that he presents data from only one :
market where musical works and sound recording |
copyrights are needed by the service, by the :
product, namely the case of music used as
background in television shows or movies. So
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A Ttis.

Q Does that affect your conclusion?

A No, I think that there still --
Since this is the most direct way for a
customer to buy the music, I would still
expect that if there is a significant or a
pronounced promotional effect it would show up
in the buy button data. It's true it could
indirectly lead to sales through some other
means, but there are offsetting factors which
would potentially make this an overstatement
of a promotional effect.

Q Did you say "they are offsetting
factors" or "there are"?

A "There are" sir.

Q My apologies. Switching gears
here, Dr. Pelcovits, have you reviewed Dr.
Jaffe's written testimony and his oral
testimony in the direct phase of this case?

A Thave.

Q  And are you familiar with the fact
that he proposes a different benchmark based
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that's the one piece of evidence he relies on.
He ignores several other markets which tell a
very different story.

Q Now before we sort of get into
those other markets, when Dr. Jaffe looks at |
the market for music and TV and movies, what |
aspect of this theory is he addressing there? |

A He is making the claim that -- The
fundamental claim he's making is that these
two rights both should and will receive the
same payment in the marketplace. His basic
theory is since both are needed they should
both get the same amount of money.

Q And what markets did he not look
at?

A He did not look at several markets
including the interactive webcasting market
which was the market I used as my benchmark
He did not look at the ring tone market or the
digital download market, the music video
market or the market for clip samples.

Q Now in those markets that you just

11 (Pages 38 to 41)

c8aach82-bd64-4d87-8a03-€974190a527 ¢





Page 42

Page 44

1 mentioned, are there any where the sound 1 Soit allows the user to have a favorite song
2 recording rights and the musical work rights 2 played.
3 are valued the same? 3 Initially, the ring tones that
4 A There are none where that is the 4  were played were what are called monophonic or
5 case. 5 polyphonic tunes which essentially was just
6 Q And which of those rights is paid 6 the tones of a particular song. It was not
7 more? 7 the actual full music as you would hear it on
8 A The sound recording right is 8 aCD or the radio.
9 always paid more than the musical work right. | 9 Q And when there were just those
10 Q Let me ask you to turn, Dr. 10 kinds of ring tones, was it necessary to have
11 Pelcovits, to page four of your written 11 the song recording rights?
12 testimony and can you tell us please what the |12 A No, it was not necessary because
13 chart on that page represents? 13 they were not playing a sound recording. They
14 A Yes. The chart represents the 14 were just playing the notes of the music.
15 fees paid to sound recording copyright holder |15 Q Was it necessary to have the
16 and the musical work copyright holder for the | 16 musical works right?
17 five different markets that I mentioned 17 A Ttwas.
18 earlier. 18 Q Do you know what compensation was
19 Q Now are there any of those markets |19 paid to the holders of the musical works right
20 that sort of stand out in your mind as 20 for those tones?
21 particularly instructive? 21 A Yes, approximately ten percent of
22 A Yes. Ithink again the weight of 22 the retail price of the ring tone provided to
Page 43 ‘Page 45 |
1 the evidence comes from the fact that these 1 the ultimate consumer.
2 are several markets and you have quite a -- 2 Q  And when cell phones were
3 it's quite important that you see this across 3 developed to the point where they could
4 all markets. I think the one I look at sort 4 actually play a portion of the sound
5 of a good example of what we can learn about 5 recording, what happened?
6 the compensation paid to the two different 6 A At that point, you needed the
7 copyright holders is the ring tone market. 7 sound recording copyright and two things
8 Q Why s that? 8 happened, (1) the price to the consumer
9 A Well, the ring tone market, 9 increased and (2) the sound recording
10 there's alot of -- It's a relatively new 10 copyright holder had to be compensated and |
11 market and we've seen significant developments | 11 receive fees in the range of 50 percent of the |
12 in that market and I will start sort of with 12 retail price.
13 the fact that even under a variety of changes 13 Q And once that happened, what was
14 in this market, we see this type of evidence 14 the payment to the holder of musical work
15 presenting itself. 15 right?
16 Q Now are you familiar with how the 16 A It remained in the same range of
17 ring tone market developed? 17 about ten percent. ,
18 A Yes. The ring tone market, what 18 Q Now do you have an understanding, |
19 we're talking here about is having your cell 19 Dr. Pelcovits, of who in this market obtains |
20 phone play a tune instead of some one of these |20 the rights of the musical works?
21 typical Nokia tunes or whatever else that 21 A In the ring tone market, my
22 would typically be programmed into the phone. | 22 understanding is that certain cases it's

12 (Pages 42 to
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‘negotiated by the music publisher directly and

in other case and this is something that the
record labels have been trying to secure, they
actually secure this right from the music
publisher and then they are able to offer the
sound recording including the musical work
license to the ring tone company.

Q And do you have an understanding
of whether ring tones are considered
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considered by the recording industry to be
promotional or substitutional?

MR. STEINTHAL: Objection, Your
Honor.
CHIEF JUDGE SLEDGE: Mr. Handzo. |
MR. HANDZO: Your Honor, my
question was whether he has an understanding
of what the record industry thinks and he has
talked to a representative of the industry.

Pelcovits, of whether these ring tones are

10 promotional or substitutional for CD sales? 10 M. Eisenberg certainly has his views.
11 A Yes. 11 CHIEF JUDGE SLEDGE: Objection
12 MR. STEINTHAL: I'm going to 12 sustained.
13 object on foundation grounds. There's no 13 BY MR. HANDZO:
14 evidence that he did any kind of study about 14 Q Now, Dr. Pelcovits, if you were
15 whether or not ring tones are promotional or 15 looking for a market to see the relative
16 substitutional. 16 values of musical works and sound recordings,
17 CHIEF JUDGE SLEDGE: Mr. Handzo. |17 how in your opinion does the ring tones market
18 MR. HANDZO: Let me ask other 18 compare to the market for the use of music and
19 questions and lay the foundation. 19 TV shows and movies?
20 CHIEF JUDGE SLEDGE: All right. 20 A Ithink it's a far better
21 BY MR. HANDZO: 21 benchmark to examine this issue than the
22 Q  Dr. Pelcovits, what did you do to 22 market that Dr. Jaffe looked at.
Page 47 Page 49i
1 determine how this market works and what the 1 Q Why is that?
2 views of the parties are? 2 A Ithink this is a market where
3 A Treviewed, obviously, the 3 first of all the music is provided and sold
4 evidence and the written testimonies and I've 4  directly eventually to the customer. The
5 spoken to Mr. Eisenberg about this market. 5 customer wants to listen to a particular sound |
6 Q Including the point that I just 6 recording or use it as a ring tone. So it's
7 raised? 7 adirect purchase of a particular sound
8 A Yes. 8 recording or aright to play the sound
9 MR. STEINTHAL.: It doesn't solve 9 recording by the customer as opposed to the §
10 my problem. There's nothing in his report 10 market that Dr. Jaffe relies on where there is |
11 about this and the fact that he has now read 11 no direct sale or evaluation of the music by
12 between his deposition, Mr. Eisenberg's 12 the customer and that has a number of
13 testimony or somebody's testimony about a 13 implications for, I think, how the market
14 promotional value issue associated with ring 14 values these two different copyrights.
15 tones doesn't give him the entitlement to 15 Q Now what in your view explains the
16 speaktoit today. It's certainly not in his 16 results that Dr. Jaffe found in the market for
17 report. 17 movie and TV rights?
18 CHIEF JUDGE SLEDGE: The objection | 18 A I think what explains the
19 is premature. 19 uniqueness of that market, and I think that's
20 BY MR. HANDZO: 20 the key thing. The reason why it is unique
21 Q Do you have an understanding, Dr. 21 and different than these five other markets is |
22 22 that the transaction in this case between

13 (Pages 46 to 49)
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“let's say a movie producer and the copyright

holders is in a setting where the music
producer is not as dependent or reliant on a
particular sound recording, let alone of a
sound recording made of a particular musical
work. The movie producer has many, many
options available to the license of a
particular sound recordings. This is an
option in other markets is not something
that's available.

Q For example, are you familiar with
the term "cover bands"?

A Tam.

Q What is that?

A A cover band would be using a band
other than the well known band that might have
made the original sound recording to make a
separate sound recording of a particular
musical work.

Q And does the availability of
substitutes to the sound recording in the
music and TV business, would you expect that
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whole paradigm of framework that he
establishes where he says where there are two |
rights needed to use music, they are both
going to be compensated the same amount and [
essentially as I understand his theory is that |
since either the sound recording copyright
holder or the musical work copyright holder
can deny a user the ability to make use of a |
particular piece of music. They both can keep |
it from happening and they both then will
receive and should receive the same license
fee.

Q Do you think that theory would
hold in real markets?

A 1do not think it would hold in
real markets except in cases where there were
rights established and it allowed one of those
rights holders to take advantage of its
ability to control the use of the music. I
would regard that as being sort of a -- It's
called an economic opportunistic behavior
where you take advantage of a situation where |
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to affect the price?

A Absolutely.

Q In what way?

A The availability of these
substitutes makes the sound recording of the
established recognized group much less
important to the movie producer and the movie
producer can in that case say to the owner of
the copyright, "I don't really need your
particular sound recording. Ihave an
alternative. I'm not going to pay based on
the popularity of your group.”

Q You also mentioned, Dr. Pelcovits,
that you had some basic theoretical issues
with Dr. Jaffe's approach. Do you recall
that?

A Yes.

Q And just what is the most
significant in your view theoretical issues
here?

A Yes, my most significant criticism
of what he's done is with essentially the

W 00~ oy Ul W
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after the fact you are needed even if before
the fact you weren't needed.

Q Onasort of going forward basis,
what would you expect to happen if the owners
of musical works tried to exercise a sort of
holdout power?

A Texpect that if this were to be a
common practice where the providers of the
musical works to sound recordings were trying
to extract equal amounts of a payment from the
users of the music that the record companies
would not be willing to allow that separate
holding of a copyright to control how the
music would be used. It could be done in a
variety of ways and there are plenty of f
examples in economics where firms do things to |
prevent opportunistic behavior but basically
they would either have the music written and
they would control the copyrights directly or
they would have a contract whereby they were
able to sell or license the music together,
both the sound recording and the musical work, |

14 (Pages 50 to 53)
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and they were able to sell that directly in
the market.

Q Andare you --

MR. STEINTHAL: I'm going to move
to strike that last answer as being well
beyond the scope of his statement and one for
which he has no foundation whatsoever.

MR. HANDZO: Actually I was just
going to ask him whether he's aware of
situations in the market where precisely that
has happened.

CHIEF JUDGE SLEDGE: I'll let you
ask.

BY MR. HANDZO:

Q Dr. Pelcovits, are you aware of
situations in the market where what you've
just described happened, that is, that the
owners of the sound recordings acquired the
musical works so that they could sell a
package?

A Tam aware that that's happening.
For example, the ring tone markets where the

O ~Jo b WN K
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A Thave.

Q  And just generally can you
describe what approach that definition of
revenue takes? _

A Yes, it tries to capture the major
sources of revenues of the music services that |
use the sound recordings either through
subscription or through other direct charges
as well as trying to give definitions of the
different ways in which advertising revenue
might be collected from the service.

Q And this approach of sort of
giving specific definitions of what revenue
would be captured as part of the definition
revenue, is that consistent with what you've
seen in marketplace agreements?

A It's consistent with what I've
seen and in particular the interactive
agreements that I've read in preparing my
initial testimony.

Q Okay, and just to be clear when
you refer to the interactive agreements, do
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sound recording, the record labels have
secured these rights from the publishers so
they could offer a complete set of rights and
ability to use the music to the ring tone
providers.

MR. STEINTHAL: I'm going to press
the foundation objection. This is a witness
in his deposition --

CHIEF JUDGE SLEDGE: Before
hearing voir dire, we had ruled on the
foundation objection.

MR. STEINTHAL: Sorry.

MR. HANDZO: That completes my
question on that subject.

CHIEF JUDGE SLEDGE: Objection
sustained.

BY MR. HANDZO:

Q Dr. Pelcovits, let me take you to
the last subject in your testimony on the
definition of revenue. Have you reviewed
Sound Exchange's proposed definition of
nue?

10

Page 5

you mean they have precisely the definition of §
revenue here or do you mean that they just
sort of generally take the approach of trying
to be specific about what's in and what's out?

MR. STEINTHAL.: Objection.
Leading.

CHIEF JUDGE SLEDGE: Overruled. |

THE WITNESS: I would say that
they similar in the sense of trying to be
specific. There are different sources of
revenues generally in the two markets. So
it's not the same specific definition, but
rather the same approach.

BY MR. HANDZO:

Q And what is the advantage of
taking an approach where you're trying to be
specific about what's captured and what's not
A The advantage is that it helps
remove uncertainty and future disputes about
the way in which the agreement will be
implemented going forward.
Are there disad

(Pages 54 to 57)
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A Well, the disadvantages are that
to the extent that there are either sources of
revenue that are hard to define very
specifically or for which there might be new
sources of revenue in the future if those are
not included the seller is going to get less
money.

Q And would you expect that the
definition of revenue and percentage of
revenue would be negotiated together or be
related in a marketplace negotiation?

A I'would expect that they would be
considered as a package and therefore would be
negotiated together.

Q And what would be the effect of
negotiating a sort of specific and perhaps
narrower definition of revenue?

A Certainly anything that narrows
the definition of revenue and would limit the
ability to recover revenue from new sources or
hard to classify sources would lead everything
else being equal to a higher percentage of
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A Yes.

Q Why is that?

A That is the best evidence in the
market of what this service is valued by
consumers.

Q Now what about a circumstance
where the music service that's part of a
larger bundle isn't offered separately in the
marketplace? How do you approach that?

A The approach in the Sound Exchange
proposal which I believe is a good one is it
doesn't try to value it directly or try to
unbundle the bundle in some way. Rather it
relies on the different part of the rate
structure, namely the per play rate to come up |
with the fee for the use of the music in a
bundle service.

Q And under Sound Exchange's
proposal, is it just the flat per play rate?

A Itis a per play rate, but it is
not the same per play rate that is a part of
the three part structure where indeed it is

W ~JO0 U1 W
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revenue.

Q Now in your testimony, you
addressed in particular the issue of bundled
services and what are the issues that arise
with respect to bundled services?

A The basic issue with respect to
bundled services is it's very difficult to
quantify the value to consumers of any piece
of the bundle.

Q And what approach does Sound
Exchange's proposal make with respect to
valuing the music services included as part of
a bundle of services?

A With respect to a bundle that
includes a music service where that music
service is also available on an alla carte
basis, namely sold by itself, it uses the
price in the alla carte offering as the
essentially imputed price for the bundled
offering.

Q Andis that a reasonable approach

W ~1 o Ul W
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possible to measure the revenue directly
coming from the subscription to the music.

Q You said it's not the same per
play rate. What's the difference?

A The per play rate is increased by
25 percent from the recommended per play rate
in the three part structure.

Q And is that a reasonable approach
in your view?

A Ibelieve it is and in my opinion
it's reasonable because you're giving up
something when you no longer have the revenue
part of the rate structure, keeping in mind :
that the proposed rate structure is a greater
than rate structure. In my opinion if you are
losing one of the legs of that structure and
losing the opportunity to get more revenue if
in fact the music is valued more and more by
consumers, I believe it would be appropriate
to take the per play rate from the three part
structure and increase it somewhat to handle
this very tricky case of bundled services.

16
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Q And are you aware of instances
where that sort of approach has actually been
adopted in the marketplace?

A Tam.

Q What is that?

A There is an agreement between Sony
BMG and Yahoo for customized radio where they
too have to deal with this issue of bundled
services and in terms of the handling of the
bundled service fees, they took this precise
approach which was to use the per play rate
that was part of a rate structure, a two-part
rate structure, where it was not a bundled
service and take the per play rate and
surcharge where it was going to be the only
element in the rate structure.

MR. HANDZO: Thank you. Ibelieve
that's all I have, Your Honor.

CHIEF JUDGE SLEDGE: Let's go
ahead and take an early morning recess for ten
minutes and then we'll begin with cross
examination. Off the record.
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frankly just don't remember what we proposed
for the dates of closing argument.

CHIEF JUDGE SLEDGE: The same day,
the 21st.

MR. HANDZO: The 21st.

CHIEF JUDGE SLEDGE: We didn't
change that. We just moved the others up a
little bit to give us some time to benefit
from what you file.

MR. HANDZO: Thank you.

CHIEF JUDGE SLEDGE: So initial
12, response 15 and argument 21. Mr.
Steinthal.

MR. STEINTHAL: Thank you. I'm
going to leave the issue of the NPD study
largely to what we say my learned friend
learned last week. So you refer to the other
lawyers in the case as your learned friends.

CROSS EXAMINATION
BY MR. STEINTHAL.:
Q Dr. Pelcovits, just to start, I
just want to be clear. The benchmark services

Page 63

(Whereupon, at 10:36 a.m., the
above-entitled matter recessed and reconvened
at 10:49 am.)

CHIEF JUDGE SLEDGE: On the
record. Mr. Steinthal. On that break, we
were able to review the proposals on the
schedule and we'll get you an order out
hopefully tomorrow, but we're concerned about
9 the proposal to the extend that it would leave
us only one day to have the findings and
responses before the closing argument, one day
given the ways that we get pleadings and so we
wouldn't see it more than one day in
preparation for the closing arguments.

We'd like to have your findings on
December 12, a Tuesday, and then we need your
responses by December 15, a Friday, and that
will give us at least two days to consider
what you filed before your closing arguments
and allow us to be more able to respond or to
receive the closing arguments.

MR. HANDZO: And, Your Honor, I

W ~J oy Ul W
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that you refer to as interactive webcasters
are really conditional download on-demand
screaming services, are they not?

A Tdhave to go back and try to
refresh my memory, but I think for the most
part they are. They certainly are on-demand
and I think for the most part they do allow
for conditional downloading.

Q You do remember that you're
relying on the Napster agreements, the Music
Net agreements, the services that gave you the ,
conditional downloads and on-demand streaming. |
Right?

A Tabsolutely remember that. Ido
not recall whether they all allow for
conditional downloads or do not. Idon't
recall.

Q You're not using as benchmark
agreements the customized radio services that
labels feel are interactive. Right?

A No, I'mnot trying to --

Hopefully, let's try to make sure I'm not

17 (Pages 62 to 65)
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trying to mess, to confuse things. My only,

I was relying on those services that you just
mentioned such as Napster and Rhapsody, Yahoo
Music, that stream music on demand and I do
not recall whether all of them allow for
conditional downloading or not. That's the

only --

Q But Yahoo Music in that sentence,
you meant Yahoo Music Unlimited, the
conditional download on-demand streaming
service that powers by Music Net. Right?

A Yes, I'm excluding, just again to
make sure that we have our categories set, I'm
excluding the services that allow conditional
downloads to portal devices. Those were not
in my benchmark analysis.

Q Okay. In other words, the same
services that provide for conditional
downloads that also sell portability, you
didn't look at the portability aspect of those
services.

A 1did not use -- I did look at
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significantly greater compensation than the
musical work." Do you see that?

A Yes.

Q First of all, let's put aside
interactive webcasting which I know you
studied because you testified about it the
first time around. In reality as of the date
of your deposition which was October 31st of
this year, you had done no independent
analysis of the ring tones market. Correct?

A 1think it's correct to say that
the fees that are recorded here are not
something that I did independently.

Q You just took them from Mr.
Eisenberg's statement.

A Correct, but I just wanted to make
clear it's not as if I had no understanding of
this market ahead of time.

Q Butisn't it true that you didn't
know what the legal status of the rights were
as between the mechanical rights and the
performing rights associated with ring tone?

0 ~J oy U WN
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them, but I did not use those as the basis for
my benchmark.

Q Ijust wanted to be clear because
you were using the phrase, "interactive
webcasting" this morning rather generally. I
just wanted everybody to be focused on the
fact that we're not talking about what the
labels may view as interactive webcasting from
a customized radio service. Your benchmark
was the on-demand streaming conditional
download services.

A Yes, I have no problem with that
characterization at all.

Q Okay.

A Idon't think we have any

disagreement on that.

Q Now let's -- If you take your
report out, the rebuttal report, on page four
where you focus us all on your chart, you have
the lead-up where you say "and virtually every
market where broad or blanket licenses are at
issue, the sound recording commands
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A Isaid that I was not certain that
what the, in this case, figure given for the
musical works fee, what particular right that |
pertained to and that my understanding was |
limited to the extent that this is what had to
be paid in order to be able to use the musical §
work. ?

Q Justto be clear, isn't it true
that you had conducted no independent
investigation of the nature of the licenses in
the ring tone market at the time you did your
written testimony?

A That's correct.

Q And wouldn't the same be true with
respect to the music video market that you
summarized on this chart?

A Yes.

Q And wouldn't the same be true of
the clip sample market with respect to this
chart?

A Yes.

Q And wouldn't the same be true of

18
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“the digital download market?

A Yes.

Q Now is it correct that you either
understand or observed it to be the case that
the licensees in these markets that you
summarized on page four require a broad or
blanket repertoire license to have any
offering that is compelling in the
marketplace?

A Tthink it's important that they
have a broader blanket license where broad is
seen, I want to make sure we understand the
term "broad" as I use it, means that they're
not buying one or two or a small handful of
recordings or musical works. They're buying
a large group in order to be able to have a
substantial offering to the customer.

Q You would agree, wouldn't you,
that a major hole in the repertoire of sound
recordings available on any of the services of
the nature you summarize on page four would it
make it difficult for that licensee to offer
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Q Take alook if you will. These
are -- I think we all have the menu script.
So this would be page 34 which is the upper
left-hand quadrant on pages 34 through 37.
Starting on line 13 on the subject of the
broader blanket licenses you were asked "And |
what kind of general observation have you made [
to draw that conclusion?"
A I'msorry. What page are we on?
Q It's on page 34. It's the upper
left-hand quadrant of pages 34 through 37.
A Oh, pages.
Q The page number exists on the
bottom right-hand corner of each quadrant.
A On the bottom.
Q Very hard to find sometimes.
A Thank you.
(Off the record comments.)
MR. STEINTHAL: That's a problem.
Anybody have one with page numbers?
MR. SMITH: They are only missing
the bottom.
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a competitive product in the market?
A Not necessarily. I would not
agree with that.
Q Would you agree that there would
be a significant disadvantage to the licensee
in any of the markets that you summarized on
page four if they didn't have a broad catalog
including the repertoires of each of the four
majors?
A Twould not agree with that.
MR. STEINTHAL: Let me ask you to
take a look at your deposition. This would be
Services Rebuttal Exhibit 25.
(Whereupon, the document
referred to was marked
as Services Rebuttal
Exhibit No. 25 for
identification.)
BY MR. STEINTHAL.:
Q Yourecall your deposition was
taken on October 31st.
A Ido
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MR. STEINTHAL: Okay.
BY MR. STEINTHAL.:

Q So you're looking then for the one
with pages 34 and 36 in the middle of the page
and the question was "And what kind of general |
observation have you made to draw that
conclusion?" Answer: "T've looked at a lot
of the major websites and looked through their
catalogs and their advertising and they all,
the major ones, seem to have very, very broad
catalogs and seem to promote the fact that
they have very large catalogs and it seems to
be an important competitive variable so that
if one of them did not have a very broad
catalog and the other one did it would seem to
be a significant disadvantage." Do you agree
with that testimony?

A Yes.

Q So at some point, there's a
significant competitive disadvantage to a
service that's offering any of the products
that you summarize on page four if they don't

19 (Pages 70 to 73)
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music. There is usually a limited number of
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1 have certain repertoire. 1 titles that they offer at any point in time.
2 A No. 2 It's nothing like the interactive webcasting
3 Q Then how do you square what you 3 or the digital downloads where there would be
4 said in your deposition with that answer? 4 sometimes two million or so titles. They just
5 A Because the question in my 5 don't do that with respect to the ring tones.
6 deposition is with respect to digital 6 It's also true that there have been ring tone
7 downloads and you asked me whether the need| 7 providers that have not had the music catalogs
8 for a broad catalog was true with respect to 8 of all four major record labels in the market.
9 any of these and it's not true with respect to 9 Q Letme ask you to take a look at
10 some of them. 10 pages 32 to 33 of your deposition. Again,
11 Q Okay. Soitis true as to digital 11 TI'l wait until people find the page 30 in the
12 downloads. 12 middle of the page. We're talking about the
13 A Ibelieve it is true that you need 13 top right quadrant of pages 30, 31, 32 and 33
14 abroad set of licenses, yes. 14 and on line 19 of page 32 you were asked "What |
15 Q And with respect to interactive 15 do you base your statement that in the master |
16 webcasting or interactive services, [ think we |16 ring tones market services need a broad or
17 already talked about that and you would say it |17 blanket license?" Answer: "That's why I
18 isimportant. Right? 18 didn't use the term "need." My understanding
19 A I'would agree with that. 19 is that there are very broad licenses but I
20 Q  And with respect to ring tone, 20 don't know for sure whether that is a
21 wouldn't you agree that it would be a rather 21 development that might have in fact gone a
22 bad consumer experience if I went to a website | 22 different way." Is that testimony still true?
Page 75 Page 77?
1 andI wanted Beyonce as my ring tone or I 1 A Well, I have learned something
2 wanted the Rolling Stones as my ring tone and | 2 about the ring tone market since the
3 whenI asked for it I didn't get it?\ 3 deposition. So I do know more about how the
4 A Not necessarily, no. 4 market went in a particular case, but other
5 Q Why would I go back to that 5 than that, what I said there is -- I would
6 service if I were a customer if every time I 6 stand by that.
7 went there or on a number of occasions I went | 7 Q And then when you were asked
8 there and I wasn't getting the music that I 8 specifically as to the ring tone market on
9 was seeking to buy? 9 line 9 of page 33, just skipping down to the
10 A It's not at all the case that I 10 bottom right-hand quadrant, "Have you
11 would expect that consumers when they're 11 conducted any independent investigation of the |
12 looking for ring tones have a powerful demand | 12 nature of the licenses in that market?" You
13 for a particular piece of music and would not |13 answered "No." Correct?
14 accept a second best or a third best 14 A That's correct.
15 substitute. 15 Q But since then you have had more
16 Q Now of course, you haven't studied 16 conversations with Mr. Eisenberg.
17 this market independently. You're just making | 17 A Thave.
18 that assumption at this point. 18 Q Andclip licenses are generally
19 A Thave looked at the market. 1 19 designed to promote sales of digital
20 have seen first of all that ring tone 20 downloads, are they not?
21 providers do not provide full catalogs of 21 A Either digital downloads or sales

of CDs, yes.
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Q So you would agree that as to clip
samples you would have to have a very broad
catalog in order to have a viable service.

A Yes, I would agree with that.

Q Now it's true, is it not, that
with respect to all of the markets that are
summarized on page 4 of your rebuttal
testimony, the catalogs of each majors are not
substitutes for one another? Are they?

A Ibelieve that's correct with
respect to all the places other than ring
tones. Ithink there is a degree of
substitutability that's greater in the ring
tone market.

Q And that degree of
substitutability that you just talked about
with respect to ring tones is based on your
assumption that you can get by without a broad
catalog in a ring tones market?

A It's based on more than an
assumption. It's based on both looking at the
services and seeing that they don't provide a
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mean for some of their titles, no, I'm not
aware of that.

Q So when you gave your testimony,
you talked about there generally being a broad
catalog of rights being available for all of
the services that listed on page 4. You
included the fact that each one of those kinds
of services typically has a license from all
the major license companies. Correct?

A Yes, I think that is correct in
the market that they typically do have those
licenses from all four majors.

Q Now would you agree with the
proposition that in light of the
characteristics of the markets that you've
discussed in your testimony the sound
recording owner has substantial market power
relative to the licensee?

A If by "market power" we mean the
ability to have price set above marginal cost,

I would agree that there are independent
demands for independent copyrighted works and [
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million different offerings and understanding
that from an analysis of what I would expect
consumers to be doing in this market is that
they would be more willing to accept or to use
a substitute piece of music for their ring
tone and, thirdly, based on what I learned in
my discussions with Mr. Eisenberg that a ring
tone provider did not reach an agreement in
one case with Sony BMG but yet was still
offering service in the marketplace.

Q Now it's true, is it not, that in
ring tones you don't see repertoire of a
million or two million songs? You testified
to that. Right?

A Yes.

Q And other than your conversation
with Mr. Eisenberg with whom we can talk
directly, so I think we should do that on
Thursday, are you aware of any major ring tone
provider that is operating without a license
from each of the majors?
it

1
2
3
4
5
6
7
8
9
10
11
12
13
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they are not close substitutes one for the
other whether it be from one song to another
or for one group of songs to another.

Q And that's akin to the market
power that you talked about that exists in the
interactive webcasting market that you
testified about the first time around?

MR. HANDZO: I would object to
making him try and recall whatever he said how
ever many months ago it was.

MR. STEINTHAL: That's all right.
We can just go back to that testimony later.
We do have to do that now.

THE WITNESS: That's fine.

BY MR. STEINTHAL.:

Q Now let's shift to the music
publisher side of the equation with each one
of the kinds of services that are listed on
your chart on page 4. Isn't it true that
music publishers in each one of the examples
on your chart on page 4 must license on a
i ir ability to take
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“advantage of whatever market power they have

is constrained by a statutory license or
antitrust consent decree that effectively
limits their royalties to reasonable
competitive market levels?

A Not necessarily.

Q Let's take them one by one. Okay?
Interactive webcasting. Now music publishers
in terms of the licensing of the performance
rights and musical works to entities that are
engaged in interactive webcasting are subject
to the constraints of the ASCAP and BMI
Consent Decree Courts, are they not?

A Idon't know how the parties view
that in terms of interactive webcasting. I do
know that regardless of the consent decree
that this fee is still under negotiation. So
it's hard to say that the fee itself is
determined by the rate court or by the consent
degree.

Q Ididn't hear you. "It's hard to
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the word "tainted." I was saying that there

is a constraint. There is the fact that the
providers of the service of customized radio
can by modifying their service somewhat offer
something that's compliant with the statutory
service and that would limit its value to see -

it as a separate independent marketplace piece
of evidence.

Q Wasn't your testimony as well that
prior voluntary agreement between the RIAA and |
Sound Exchange on the one hand and the DIMA |
companies on the other couldn't be used as a
benchmark either because it was tainted by the
fact that there was -- it was negotiated in
the backdrop of a compulsory license?

A Are you talking about the carry
forward of the earlier rates?

Q I'm talking about the agreement
entered into in 2003 that set rates and terms
for webcasting under the statutory license for
the period January 1, 2003 through December

say that the fee itself..." 31, 2005 and I thought your testimony was you
Page 83 Page 85 |
1 A Is set by the rate court or by the 1 couldn't look at that as a benchmark in any
2 consent degree. 2 respect because it was negotiated in the
3 Q Don't you think that the fees that 3 backdrop, with a backdrop, of a compulsory
4 evolve from a marketplace in which absent 4 license.
5 agreement there is resort to the rate court 5 A Thatis essentially correct.
6 are fees that will be constrained by the 6 Q So what I'm having trouble with
7 existence of that independent rate setting 7 why when you're analyzing this for the sound
8 body? 8 recording owners there's this taint but you
9 A They might. They might not. 9 seem to be distinguishing between the outcome |
10 Q Isn't that the gist of your 10 of negotiations with the backdrop of this ’
11 testimony in rejecting the customized radio 11 Board and as opposed to the backdrop of a
12 deals that they are somehow tainted because of |12 consent decree rate court setting. Are you
13 the existence of the statutory license for 13 distinguishing between the two?
14 sound recordings? 14 A I'm distinguishing between the
15 A No. 15 case where the rates are set explicitly by the
16 Q So your testimony is not that the 16 court in the case of webcasting which is a
17 voluntary agreements between record companies | 17 close substitute for customized radio. In the
18 and customized radio services are tainted in 18 case here of the musical work fee for
19 terms of their value as a benchmark because of |19 interactive webcasting, there is no set rate
20 the existence of the rate setting body that we 20 for this use of musical works. This is still
21 have under Section 1147 21 being negotiated.
A 1 di i ith f 22 You h
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Page 88

1 don't you? 1 Q Okay. Do you believe that is a
2 A No, I think what I was saying is 2 rate that has been artificially constrained by
3 there was no rate set by a court. 3 the existence of a statutory license?
4 Q We have musical work fee that you 4 A Again, I'm not certain.
5 put in your chart at six to sixteen percent, 5 Q But you know it's the outcome of a
6 right, for interactive webcasting? 6 proceeding and ultimately a rate setting under
7 A Yes. 7 the Section 115 compulsory license. Right?
8 Q Now my question is aren't those 8 A Yes.
9 figures constrained by the existence of an 9 Q And that didn't stop you from
10 ASCAP and BMI Rate Court to which users can go | 10 using a musical work rate that has been the
11 if they perceive that ASCAP and BMI are 11 subject of oversight via a CRB or rate court
12 seeking supra competitive fees. 12 setting even though whenever it comes to a
13 A It might be. It might not be 13 sound recording rate that's the subject of a
14 constrained. It depends on where the market 14 voluntary agreement and the backdrop of a
15 would end up in the absence of the rate court 15 compulsory license you don't want to look at
16 and what I've said is there's still evidence 16 thatatall. Right?
17 here in the market where there is no rate 17 MR. HANDZO: 1 object to the
18 actually set and determined by the rate court. 18 characterization of his testimony. That was
19 Q I'mnot really understanding 19 aspeech not a question.
20 because I'm not sure whether your testimony is 20 CHIEF JUDGE SLEDGE: Overruled. |
21 that there has to be a rate set for the 21 THE WITNESS: I think it is
22 consent decree court to have this effect 22 important to distinguish what I'm doing in
Page 87 Page 89|
1 constraining price or whether it's mere 1 this table from the concern I have about using
2 existence as a place to go act as the 2 customized radio as a benchmark in this case.
3 constraint on price. Which is it? 3 BY MR. STEINTHAL.:
4 A Arate set by a court is a certain 4 Q Let's take customized radio out of
5 constraint and depending on what we're looking | 5 the equation. Let's focus on the voluntary
6 at as far as other markets and what would 6 agreement reached between DiMA and the RIAA
7 happen in those other markets because of the 7 and Sound Exchange in 2003. You threw that
8 existence of a set rate by a court such as the 8 out as well, didn't you?
9 case of the customized radio would be one 9 A I--
10 thing. The possibility of going to a rate 10 Q Yesorno?
11 court could constrain. It might not 11 A No, I don't think yes or no where
12 constrain. It depends on where the market 12 Ididn't say I threw it out. I did not rely
13 will end up or would end up absent the rate 13 onit. Idonot think it's a good benchmark
14 court. 14 and--
15 Q Andit's okay for you when you 15 Q And yet you had no compunction
16 construct your chart on page 4 to look at 16 about -- I'm sorry.
17 rates that have been constrained by a 17 A No, no. And I think there were a
18 compulsory license on the musical works side, |18 number of factors that went into that
19 for example, the 9.1 cents per track. That's 19 specifically that this was seen as a temporary
20 a compulsory license rate for digital 20 agreement which was a carry-forward in order
21 downloads, is it not? 21 to take the industry through to the next rate
A Y 22 proceedi

N
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Page 92§

1 Q Anddon't you know as a matter of 1 --and I think it's very important to see here
2 fact, Dr. Pelcovits, that the 9.1 cents per 2 that the issue here is the relationship
3 track for digital downloads musical work rate | 3 between the sound recording fee and the
4 and the 10 percent musical work fee for master{ 4 musical work fee and I'm not saying that you
5 ring tones for musical works are being 5 should set the fee in this case based on this
6 challenged by the publishers who believe 6 relationship. I am simply saying that Dr.
7 they're entitled to more than that? 7  Jaffe has ignored all of these other markets
8 A Idon't know about that. 8 where certainly the legal and other situations
9 Q Butyoudidn't do any 9 are very different, but yet you see the
10 investigation and you just listed them on your |10 persistence of the sound recording fee being
11 column to show relative values between sound | 11 significantly greater than the musical work
12 recording fees and musical work fees even 12 fee.
13 though all of the rates under the musical work {13 BY MR. STEINTHAL:
14 fee column are rates that are either set by a 14 Q Idon't think you answered my
15 rate court or a mechanical license compulsory |15 question. So we're going to go through one by
16 license or negotiated with a backdrop of a 16 one and I would submit to you that Dr. Jaffe
17 rate court or a compulsory license? Isn't 17 explained why he found those other markets not |
18 thatright? 18 being persuasive, but we will go back to that |
19 MR. HANDZO: Objection. That 19 testimony and focus on yours today.
20 assumes facts not known. He hasn't 20 Let's -- Again I had asked you
21 established any of that. 21 whether each of these musical work fees on
22 CHIEF JUDGE SLEDGE: Overruled. |22 your chart on page 4 are constrained by the _
Page 91 Page 93§
1 He asked him to ask him that question that 1 existence of a compulsory license or the
2 you've just said that it's not been 2 ASCAP/BMI Rate court. Let's take it one by
3 established. 3 one. First of all, the interactive
4 MR. HANDZO: Yes, he has askedthe | 4 webcasting, you would agree with me, right,
5 question and he didn't get an answer that now 5 that the streams made by interactive
6 establishes the factual predicate of his 6 webcasting services are public performances of
7 question. That's my concern. 7  the musical works?
8 CHIEF JUDGE SLEDGE: AndIthink | 8 A Yes.
9 that's part of the question. 9 Q And any licensee of ASCAP and BMI
10 MR. HANDZO: Okay. 10 that objects to the fees being sought by ASCAP
11 THE WITNESS: With respect to some |11 and BMI has a right to secure a rate setting
12 of these there are rates established under 12 of what is a reasonable fee under the ASCAP
13 statutes such as digital downloads, with 13 and BMI Consent Degree Courts. Correct?
14 respect to, for example, master ring tones 14 A TIthasaright to go to the court.
15 where the rates, and in particular, this ten 15 Exactly what would happen, it's hard to say.
16 percent rate, was negotiated before any 16 Q And it's true, is it not, that the
17 determination was made by any court or by this | 17 charter of the rate court is to set a fee that
18 court. So there are cases here where there 18 is reasonable which has been construed by the
19 are influences of a court or a regulatory 19 ASCAP and BMI Rate Courts as setting a
20 decree but these are what prevails in the 20 competitive market fee? Do you remember that?
21 marketplace and have prevailed consistently 21 A Tdon'trecall. Idon't recall
22 for th f musical works and I'm al 22 that ificall
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1 Q Allright. Soyou're with me that 1 knowing that an economic actor challenged
2 there is such a constraint on the interactive 2 whether or not it was subject to a compulsory
3 webcasting fees. Let's go to master ring 3 license, that the reason for doing so as a
4 tones. You're familiar, are you not, with the | 4 matter of economics was to avoid being subject §
5 fact that there is a compulsory license under | 5 to pricing constraint. ’
6 Section 115 of the Copyright Law governing | 6 CHIEF JUDGE SLEDGE: Objection
7 musical work reproductions made in the 7 sustained. Your explanation is not the
8 delivery of ring tones? 8 question you asked.
9 A Yes. 9 MR. STEINTHAL: Well, let me ask
10 Q  Are you familiar with the fact 10 it again then.
11 that publishers challenged that because they |11 BY MR. STEINTHAL:
12 wanted the ability to charge more than they |12 Q Can you infer from the fact that
13 could get under the mechanical compulsory |13 the publishers challenged whether or not the
14 license? 14 reproductions made in ring tones were subject
15 A Tam aware that there has been an 15 to acompulsory license, that they preferred
16 issue and it was recently ruled on by this 16 not be to subject to that compulsory license
17 Court. 17 when it comes to the pricing of rates and
18 Q It was the Copyright Office that 18 master incomes?
19 ruled, did it not, that the mechanical license |19 A Tthink it's a reasonable
20 does cover ring tones? 20 inference, but I don't know enough of the
21 A That's my understanding of the 21 details of what they have done in the courts
22 decision, yes. 22 to say for sure what they think is going to
Page 95 Page 97
1 Q And you understand as you sit here 1 happen and what they think they would be able §
2 today that the publishers are upset with that 2 to get in the market absent that compulsory
3 because it constrains their pricing ability 3 license.
4  with respect to mechanical rights and ring 4 Q Now the master ring tones
5 tones? 5 percentage that you have under the musical
6 A Idon'tknow if I can say what I 6 work fee, is it correct, sir, that that is
7  think they've done and what their views on 7 just for the reproduction right and doesn't
8 this are. 8 include any public performance right?
9 Q Well, could you infer from the 9 A That is what was agreed to and
10 fact that they challenged that ring tones 10 paid for the ability to use the musical works
11 should be covered by the compulsory license |11 back before this issue was resolved.
12 that they preferred so that they would have 12 Q Well, is it not the case that the
13 greater pricing flexibility to not be covered 13 agreements to which you refer if you're
14 by the compulsory license? 14 familiar with them from speaking with Mr.
15 MR. HANDZO: I object to asking 15 Eisenberg in fact cover only the mechanical
16 him speculate about what one could read into |16 reproduction right and leave out the question
17 the minds of people who decided to bring 17 of fees for the public performances associated
18 litigation. 18 with ring tones if it is ultimately determined
19 CHIEF JUDGE SLEDGE: Mr. 19 that there is a licensable public performance
20 Steinthal. 20 in the delivery of a ring tone?
21 MR. STEINTHAL: I'm asking himto |21 A That's not my recollection.
22 make an inf ist based 22
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Page 100

turn to page SX REB, this is the Bates stamped

N
[\S]

1 = A Thatis not what I recall. 1 number on the bottom right-hand corner, REB
2 Q And as you sit here today, you 2 003948. I'll represent to you this is a
3 just don't know one way or the other? 3 document that was produced by Sound Exchange
4 A Tdon't know one way or another. 4 in the rebuttal phase discovery. I'm going to
5 Q Are you aware that the public 5 ask you to read to yourself paragraph 5.04
6 performance organizations, ASCAP and BMI, have| 6 and, Mr. Handzo, I'd like to read just a
7 sought public performance licenses for the 7 portion of the paragraph that relates to whose
8 delivery of music in ring tones? 8 responsibility it is to clear composition
9 A Tbelieve that to be correct, yes. 9 performance rights. I don't think that would
10 Q Do you know what the resolution of 10 well to be deemed to be confidential but I
11 thatis in any respect? 11 leave to you whether you want to put it on a
12 A That that potentially decided in 12 restrictive record.
13 that Librarian's decision but I don't recall 13 MR. HANDZO: Well, first of all, 1
14 exactly how the ruling came out. I am looking 14 have a more general objection which is an
15 at what is negotiated in the market. 15 objection to examining the witness about a
16 Q And as you sit here today, you 16 document that he hasn't seen before.
17 don't know whether that figure, and I want to 17 CHIEF JUDGE SLEDGE: Mr.
18 keep it on the public record, so I won't say 18 Steinthal. .
19 whatitis, associated with master ring tones 19 MR. STEINTHAL: He's given
20 includes or does not include public 20 testimony about his understanding from talking
21 performance rights. Correct? 21 to Mr. Eisenberg that the public performance
22 A Tunderstand in my belief based on 22 rights associated with ring tones were in fact
Page 99 Page 101 [
1 what Mr. Eisenberg has in his testimony is 1 included in the chart that he presented on
2 thatis what is paid. That is what the music 2 page 4. I'm asking him to take a look at
3 ring tone companies are paying to be able to 3 paragraph 5.04 and ultimately will ask him
4 use a musical works in their ring tones. 4 whether looking at this makes him confident in
5 MR. STEINTHAL: Let's mark this as 5 his testimony or not as to who or whether the
6 Services Exhibit R-26 an agreement between Mr.| 6 public performance right and the composition
7 Eisenberg's company, Sony BMG, and Verizon 7 is covered under the typical label ring tone
8 with respect to ring tones and see if we can 8 provider agreement.
. 2 shed some light on this. Your Honor, this 9 CHIEF JUDGE SLEDGE: Mr. Handzo.
10 agreement has been marked as restricted as 10 MR. HANDZO: 1don't think that
11 produced by Sony BMG. I will try to ask the 11 solves the problem and in addition to the
12 questions in a fashion so as not to have us go 12 extent that Mr. Steinthal is holding this out
13 off into restricted session, but I'm sure that 13 as typical there is certainly no foundation
14 Mr. Handzo will remind if we go astray. 14 for that either.
15 BY MR. STEINTHAL: 15 CHIEF JUDGE SLEDGE: The objection §
16 Q Is this one of the agreements, 16 is overruled.
17 Services Rebuttal Exhibit R-26, that you 17 MR. HANDZO: Just to complete the
18 received from Mr. Eisenberg for your review? 18 record, can I just have again which part
19 A Idid notreview this. Ican't 19 you're referring to?
20 tell you that. 20 MR. STEINTHAL: It's paragraph
21 MR. STEINTHAL: Let me ask you to 21 5.04, the "In addition" sentence.
22

MR. HANDZO: Okay. I'm not going
26
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Page 104 f

1 toinvoke the objection with respect to that. 1 with the delivery of ring tones.
2 BY MR. STEINTHAL.: 2 A No, this is one agreement. I'm
3 Q First of all, the use of the 3 not sure what it is.
4 phrase, "digital downloads" in the context of 4 Q Okay.
5 this ring tone agreement, Dr. Pelcovits, if 5 A And my statement was based on my
6 you look at page S, it's a very long 6 understanding of Mr. Eisenberg's testimony.
7  definition, but it is meant to include the 7 Q Okay. We will deal with Mr.
8 ring tone itself. I'll represent that to you 8 Eisenberg on that. Do you recall testifying
9 and then what I'm asking you to focus on is in 9 at your deposition that with respect to the
10 paragraph 5.04 where the sentence is "In 10 musical works part of ring tones you did not
11 addition in the event that the delivery or 11 recall specifically what the different rights
12 other use of digital downloads as authorized 12 were that were implicated?
13 under this agreement constitutes a public 13 A Yes.
14 performance of any composition embodied there | 1 4 Q Allright. So we've gone down the
15 in, Company agrees, represents and warrants 15 first two on page 4. Now the next of the
16 that it will be responsible for obtaining and 16 markets that you referred to there is the
17 paying for such performance licenses with 17 digital download piece and I'm going to ask
18 respect to such compositions, i.e., to ASCAP, 18 you, I think you've already acknowledged this, |
19 BMI and SESAC. The parties acknowledge that { 19 but the 9.1 cents per track that you list 5
20 the foregoing requirement does not express or |20 there is a figure that was set under a
21 imply any agreement by the parties that 21 compulsory license. Correct?
22 performance licenses are necessary for such 22 A Yes.

Page 103 Page 1055
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purposes.” And my question is whether looking
at that clause gives you pause about your
testimony that the number in your chart
includes public performance rights, if any,
associated with ring tones.

MR. HANDZO: Your Honor, I am
sorry. Let me just propose an additional
objection and that is this entire line of
questioning presumes that this is a ring tone
agreement. There's no foundation for it and
I don't believe that it is.

CHIEF JUDGE SLEDGE: Overruled.

THE WITNESS: Could I have the
question read back please?

CHIEF JUDGE SLEDGE: Mr.
Steinthal.

BY MR. STEINTHAL.:

Q My question is simply whether
looking at that passage gives you any caution
about your testimony as to whether the figure
in your chart includes whatever public
performance rights, if any, are associated

they are entitled to compensation?

R I R
MNHE OW®E-TRAT WD RO WL W

Q And are you familiar with whether
or not music publishers have taken the
position that there is a public performance in
the delivery of a digital download to which

A I'mnot aware of that.

Q You don't know one way or the
other?

A 1do not know one way or the
other.

Q And s it correct, however, that
this 9.1 cents is just for the mechanical
right and to the extent that there's a public
performance right associated with the musical
work in the delivery of a digital download
that's not included in the 9.1?

A That would be my understanding,
yes.

Q Now on music videos there, what
are we talking about there in terms of the
rights that are implicated first on the sound
recording side? What rights do labels license
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Page 108 j

the musical work side that are not captured in

1 in music videos? 1 A T've not done that. I don't think
2 A They certainly license the 2 it can be done.
3 performance right there. AsIthinkIsaidin | 3 Q But you didn't even try to do it,
4 my deposition, I'm not sure whether this also | 4 did you?
5 involves any sort of a copying by the music 5 A Like I said, I don't -- In terms
6 service, but these are the rights that they 6 of trying to take apart something that's sold
7 need in order to be able to provide the 7 as an entity, I don't think it can be done.
8 services. 8 Ididnottrytodoit.
9 Q Isitin fact aright in the sound 9 Q Now on the music video side as we
10 recording that they license the labels or is 10 shift over to the right-hand column for
11 it some other copyright right that they have |11 musical works, again with respect to
12 an entitlement to with respect to music 12 exploitation of music videos that are :
13 videos? 13 streamed, those would be public performances |
14 A TIdon't know the nature of the 14 subject to the constraints of the ASCAP and
15 legal right here. I know that these are the 15 BMI Rate Courts. Is that a fair statement?
16 prices that have to be paid to use what the 16 A Iwould agree with you that those
17 sound recording companies own. 17 are performances. The nature of the
18 Q Isn'tit true, sir, that what is 18 constraint as I said earlier I'm not sure how
19 licensed in the context of a music video 19 binding it is and how influential it is on the
20 agreement is the copyright in the audio visual | 20 prices paid.
21 work itself? 21 Q And the 5.1 to 6.5 percent, what
22 A You're asking -- I mean I don't 22 does that cover? Is that for the music _‘
Page 107 Page 109
1 know the answer to the legal definition of 1 performance rights in the musical works?
2 what right is being licensed here. 2 A That's my understanding. AsI
3 Q Hypothetically, if you don't know 3 indicate in the footnote, there are additional
4 one way or the other, if what's being licensed | 4 payments for synch rights that have not yet
5 isarightin an audio visual work in which 5 been set.
6 the visual creation and right is copyrighted 6 Q It's not just synch rights, is it,
7 and has distinct value, don't you think that 7 Dr. Pelcovits? There is server copy that
8 looking at the full price for the integrated 8 needs to be made to deliver the music video |
9 work overstates the value of the sound 9 and that involves a reproduction of a musical |
10 recording itself? 10 work, does it not?
11 A Ithink the only information that 11 A Thave -- I do not know what the
12 we can take from this market is that this is 12 status is of that.
13 awork, a copyrighted work, by the sound 13 Q Well, that server copy is
14 recording company which includes music and |14 different than the synch right, isn't it?
15 audio, I'm sorry, includes music and video and | 15 A Idon't know how that's handled
16 this is the price paid for it. It is what it 16 legally.
17 is. 17 Q Soin your analysis of this
18 Q And you have done no analysis to 18 market, you didn't even discern whether there |
19 try to discern how much of the value is 19 were one or two different reproduction rights |
20 associated with the video or the audio visual |20 associated with delivery of music videoson |
21 copyright as distinguished from the value of |21
22

the sound recording itself. Correct?

ercent en
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different media which it has determined tobe

1 Isn't that a correct statement? 1 reasonable rates. Correct?
2 A Thave relied on Mr. Eisenberg's 2 A Yes.
3 testimony and it says what it says and I refer 3 Q Now is it a fair statement that
4 to it in my testimony. 4  you criticized Dr. Jaffe for not having done
5 Q Are you familiar with the fact 5 an analysis of these markets?
6 that there have been infringement lawsuits 6 A Yes.
7  brought by music publishers against companies | 7 Q And you have no hesitation having
8 that have not gotten server copies associated 8 essentially done no analysis other than
9 with the delivery of music services? 9 looking at Mr. Eisenberg's statement
10 A No. 10 testifying that it was inappropriate for Dr.
11 Q Now even familiar with the fact 11 Jaffe to not look at these markets?
12 that Universal Music Group was one of themin |12 A Thave no hesitation at all. If
13 the Farm Club litigation where they were sued |13 you have -- I'll explain my answer. If you
14 by music publishers for failing to get server 14 have many markets where both rights are
15 copies? 15 provided he looked at one of them. The
16 A No. 16 industries, musical works and sound
17 Q You didn't consider any of that in 17 recordings, are very different. The costs are |
18 your analysis. Correct? 18 different. The level of revenues collected by |
19 A 1did not have any knowledge of 19 the two industries are very different and in |
20 that when I put my testimony together. 20 fact, overall the sound recording industry has §
21 That's correct. As I said, I'm relying on the 21 revenues many times higher than the musical |
22 assistance of these fee levels based on Mr. 22 works industry. There's a persistence of this |
Page 111 Page 113
1 Eisenberg's testimony. 1 fact that sound recordings receive much more |4
2 Q  Just to finish the chart, clip 2 money than musical works and I think that Dr. §
3 samples, would you agree with me that the 3 Jaffe erred by ignoring that entire trend in
4  streaming of clip samples invokes a public 4 the market and just selecting one single _‘
5 performance right in the musical work? 5 example where they on average were receiving
6 A Idon't know the legal status. 6 the same fee. In spite of all of the '
7 Q The 5.1 percent figure there, do 7 institutional details that we've talked about
8 you know whether that's just a performance 8 here, there is this persistence in the market
9 right or whether it includes any related 9 and the market goes on and continues with
10 reproduction rights or server rights? 10 these types of fees present and with these
11 A Idon't know what it includes. 11 types of relative revenues present and I think
12 Q Would you agree that at least the 12 that, yes, regardless of what exact rights
13 public performance piece is subject to ASCAP |13 exist in any particular use of the music that
14 and BMI Rate Court rate setting mechanismsin |14 is the persistent fact in the market and
15 the event the licensee and ASCAP and BMIcan't | 15 that's what he should have looked at.
16 reach an agreement on an appropriate fee? 16 Q And you're not referring to any
17 A TIbelieve it could be brought to 17 markets other than the ones on your chart
18 the rate court. That's not saying that the 18 though. Just to be clear, there are the ones
19 rate court either has set a rate or what 19 you're referring to that tell us more in your
20 people's expectations of that would be. 20 economic judgment than the master use synch
21 Q The rate court has set rates in rights market. Correct? Yes or no?
A No. I think that he has to look
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the publishing royalty is actually the

Page 114 Page 116
1 atthe industry as a whole and I'm sure he has 1 responsibility of the sound recording company
2 asIhave and if you look at this industry 2 to pay out of the royalty that it collects
3 regardless of looking at any individual market 3 fromits licensee? Is that not the case?
4 you will see that the relationship between the 4 A Thatis true in some of the cases.
5 revenues collected by the record companies 5 Q It's true with respect to ring
6 versus the music publishers is only identical 6 tones, is it not?
7 in this synch market and it is exceptional 7 A As far as -- It is certainly true
8 relative to the overall level of revenues in 8 with respect to some of the ring tone
9 the market, the overall level of costs in the 9 agreements. Idon't know if that's true with
10 markets and these particular examples where 10 respect to all of the agreements.
11 both rights have been provided. 11 Q Andit's true with respect to
12 Q I'm going to come back and we're 12 digital download sales as well, is it not?
13 going to talk about why in a few minutes. 13 A Idonotrecall that.
14 Okay? My question was whether there are any |14 Q Now let's take the ring tone
15 other aspects of the market where you did a 15 example because you do recognize that there
16 comparison of the compensation between the 16 are instances where the publisher royalty
17 sound recording owners on the one side and the |17 comes out of the sound recording royalty. Now
18 musical work owners on the other, other than 18 when that's the case, your numbers really need |
19 the ones that are shown on your chart on page |19 to be adjusted to be fair comparisons, don't
20 4. 20 they, because you would have to deduct out of
21 A AndIwould say yes, butit is 21 the sound recording compensation number that |
22 also very relevant and I have looked at the 22 which flows out to the music publishers.
Page 115 Page 117
1 overall level of revenues that are earned by 1 Right?
2 the record companies relative to the music 2 A If you wanted to get an exact
3 publishers. 3 ratio, yes, but it would not change the
4 Q You mean in the aggregate as an 4 overall conclusion I draw that the sound
5 industry. 5 recording fee is much higher than the musical
6 A The aggregate as an industry I 6 work fee.
7  think is very relevant. 7 Q But to be accurate, wouldn't you
8 Q Okay. Now in every one of the 8 want to take out from the sound recording
9 instances that we've looked at on your chart 9 compensation part of your chart and putina |
10 on page 4 it's true that the sound recording 10 number that is net of what the sound recording |
11 owner is not constrained from using whatever |11 company has to pay the publisher for the "
12 market power it has to extract license fees 12 publishing rights?
13 from licensees. Correct? 13 A If you wanted an exact ratio,
14 A Iwould not view this as an 14 that's what you would need to do. I agree.
15 extraction of market power but if it is true 15 Q And with respect to music videos,
16 that there are no constraints of a legal or 16 are you aware of the fact that the label is
17 other judicial kind of ruling on these 17 often responsible for the synch rights, the
18 particular negotiations. 18 original synchronization right, associated
19 Q Just a couple more things on your 19 with the creation of the music video?
20 numbers in your chart on page four. Now there |20 A Ido not recall that fact.
21 are a couple of cases, are there not, where 21 Q Have you seen, for example, the

Sony agreement with Yahoo on that subject?
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Have you seen any music video agreements? I
won't show it to you if you haven't.

A Thave not seen that.

Q Do you have any idea what the
liability is associated with the costs of
securing sink rights to music videos?

A No.

Q But you would agree, would you
not, that that too would have to be backed out
to have a fair, accurate rendition of the true
ratio between the musical work and sound
recording compensation rights?

A If there was a payment by the
sound recording copyright holder to the
musical work provider, yes, that should be
backed out to get an accurate ratio. Correct.

Q Now you would agree, would you
not, that sunk costs -- We'll change the
subject a little bit.

A Okay.

Q That sunk costs are not part of
marginal costs. Correct?

W oo Joy Ol WN
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BY MR. STEINTHAL.:

Q Now at your deposition, actually
the question starts at line 22 on page 11
which is the bottom left-hand quadrant. The
question was "But as an economic matter, does
that fact that a cost may be sunk -- Let me
rephrase. Is that a cost may be sunk relevant
in pricing decisions?" Answer: "It usually
is." "And what way is it usually relevant?"
"Well, sunk costs are not part of marginal
costs and at least with respect to the
particular service or good that we're looking
at and most pricing decisions are done on the
basis of marginal costs, marginal revenues, so
it doesn't enter into the same way..." I'm
sorry. "It doesn't enter it," I guess we're
missing a word, "the same way some costs, I
suppose, that that wasn't sunk." When you
gave that answer, you didn't say except in the
case of intellectual property, did you?

A That's not the nature of the
question. You're asking me to compare answers §

Page 119

A I'would agree with that.

Q And would you agree that as a
matter of economics pricing decisions
typically are conducted on the basis of
considering marginal costs and marginal
revenue?

A Iwould agree that that is true as
a general matter, but it is -- There's a
significant difference in markets for
intellectual property.

Q Take alook if you will at page 11
of your deposition. Actually, it's page 12.
I'm having trouble with the page numbers
myself.

A This is the bottom right-hand
corner now?

Q Yes.

JUDGE ROBERTS: It would be the
top right corner.
MR. STEINTHAL: I'm sorry. The

top right corner of that page.
THE WITNESS: Thank you.
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to two different questions.

Q Now you criticize Dr. Jaffe's ‘
analysis, do you know, by focusing on a market |
for sound recordings in which you say the
musical work is merely an input. Correct?

A Yes.

Q Now the fact is that in your
analysis you don't really distinguish between
the broader market for the sale and
distribution of sound recordings and the
narrower market for the performance of sound
recordings, do you?

A Ido not distinguish with respect
to analyzing pricing issues with respect to
this industry.

Q You viewed the broader market for
sale and distribution of sound recordings and |
the narrow market for the performance of sound |
recording as being interchangeable, didn't

you?
A Idon't agree with that

characterization.
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Q Let's go back to your deposition
then and make sure I have the right page with
all this. It would be starting on page 15,
line 14. This is the bottom left-hand corner
of the quadrant. The question was asked "Now,
Dr. Pelcovits, are we in this proceeding
talking about the market for musical works and
sound recordings?" Answer: "We're talking
about the market for sound recordings."
Question: "Are we talking about the market
for sound recordings or the market for the
performance right and sound recordings?"
Answer: "I would say I've used those terms
interchangeably. That is I'm using them
interchangeably." So you did give the
testimony in your deposition that you used
those terms, the broader market for sale and
distribution and the narrower market for
musical performance rights interchangeably,
didn't you?

A In the responses to the questions
that he asked me in the deposition.

O 0 ~Joy U1l WDN P
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sound recordings on the other and by "sale and
distribution" I mean for example licensing to
brick and mortar record stores, licensing to
iTunes for digital download sales, but
basically the sale of sound recording through
Amazon, brick and mortar stores, etc.

A Here what I would say to that that
I think there is certainly a difference in the
institutional nature of how these transactions
take place. There is not a difference in the
sense that the underlying economics of the
industry is not different from one to the
other, that what will overall in a free market
drive prices and the returns to the different
participants in this market are subject to the
same laws of economics. So that's why I
emphasize the importance of considering the
musical work principally as an input into a
market where generally speaking what is being |
bought and sold by users and consumers are ||
particular pieces of sound recordings where
the musical work is an input.
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Q And didn't you in doing your
analysis in your rebuttal statement do the
same thing that you looked at the market
broadly as the music market rather than
looking at the narrower market for the
performance of sound recordings as a separate
market?

A No, I think that's incorrect. 1
think if we focused on what we started with a
minute ago which is the point I made about
musical works being an input into the sound
recording that is a statement about the
industry in general and how music is created
as a general matter. That doesn't mean there
are not issues with respect to the way in
which licenses are provided and offered in the
industry.

Q Would you or wouldn't you dispute
that there are different characteristics as
between the market for the sale and
distribution of sound recordings on the one
hand and the market for the performance of

DN N 2 e
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Q Now just as I heard you say that,
you were talking about the purchase and sale
or the delivery and sale of music and again
isn't it true that you viewed as
interchangeable the sale and distribution of
music as one market and the public performance |
of music as a separate market? ’

A No. Ithink that what I am saying
is interchangeable is that in looking at these
markets what is fundamentally going on is the
production and the sale of music which
includes sound recordings and musical works
where musical works properly viewed as an
economic model are an input. They are sold.
As I said when I'm analyzing a particular
subpart of the market, I'm going to want to
understand the market as a whole. I'm not
isolating pieces of that market and saying
look at that. Look at the rights. Look at
the facts that there are two rights and ignore
the fact that there is a bigger broader market
under which this is occurring.
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Q You didn't do a separate supply
and demand analysis of the sale and
distribution market for sound recordings from
the musical, I'm sorry, from the performance
market for sound recordings. Correct?

A Ididn't undertake a specific
analysis of the market for sale of and
distribution of sound recordings through CDs
and other purchases. I did look at the market
as a whole and tried to understand the
economic forces that influence all different
parts of the market and in my opinion, that is
the way to try to understand fundamentally the
way that a market with willing buyers and
willing sellers would come to an agreement on
the prices for the different components of
what is eventually sold in the market.

Q Ithink my question was capable of
a yes or no answer. So the answer is you
didn't do a separate analysis, did you?

A Iwould say, yes, I did an
analysis in the sense of reviewing and

O W0 1o U1 WDN R
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a well-recognized recording for the background |
to a scene. The musical work is still
embedded in that sound recording, is it not?

A Yes.

Q Is that any different in terms of
the musical work being an input into the final
product than in respect of the other markets
that you looked at?

A Yes.

Q In what respect?

A That the producer of the movie or ‘
the TV show would and as we have seen in the
market will purchase the musical work right |
directly and substitute for the sound
recording. It will unbundle in some sense
those two different pieces of intellectual
property.

Q You're changing my hypothetical.
My hypothetical is I want a specific sound
recording for purposes of a theme or for
purposes of the scene. Okay? I don't want
just any music. I want Sinatra's performance

lonv R PRrRRREPEPE PP R
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analyzing and looking at the industry as a
whole. Yes.

Q But you didn't do a separate
analysis of the supply and demand
characteristics of the market for the sale and
distribution of sound recordings on the one
hand as distinguished from the market for the
performance of sound recordings. Correct?

A 1did to the extent that that is a
feature of the market as whole. If by
analysis, you're saying that I undertake an
effort to estimate supply and demand and do a
full scale analysis, the answer is no, I
didn't do that.

Q Now I believe your testimony is
that in the market for music generally a
musical work is a mere input into the sound
recording. Right?

A Yes.

Q Now suppose I want to use a
particular sound recording in a TV show or a
movie as a theme song that people recognize or

Page 129

or Billy Joel's performance. I don't want
some cover band. I want somebody that
somebody's heard of before. Okay? In that
hypothetical is the musical work any less of
simply being an input your words in the
ultimate product being delivered in that
license than with respect to the other markets
that you talked about? "

A If we take that hypothetical that
the movie producer wants Frank Sinatra's
singing of Moon River, is the Moon River
copyright part of the sound recording? Yes.

I would agree with that.

Q So the musical work is just an
input in the final product in that instance,
no differently than the other examples that
you talked about earlier.

A Well, now you're getting to ,
discomparable to what I've talked about with §
respect to the industry in general and the use |
of something as an input. That's sort of hard §
to say that by picking a hypothetical you've |

33

5

(Pages 126 to 129)

c8aach82-bd64-4d87-8a03-¢974190a527





Page 130

Page 132§

Are

1 captured what I've described as the general 1 Jaffe's study excluded situations where there
2 pattern in the industry. 2 were cover bands precisely not to have a
3 Q Did you look at the volume of 3 disproportion between where there was just a
4 licenses that were the subject of Dr. Jaffe's 4 synch right without a master use right?
5 study in 20017 5 A That doesn't matter.
6 A 1did at that time. Idon't 6 Q Excuse me?
7 recall specific numbers. 7 JUDGE WISNIEWSKI: Mr. Steinthal,
8 Q And your -- By the way there is 8 how are you defining cover bands in your
9 some degree to which you keep on referring to 9 question?
10 that as a study in 2001. You're familiar, are 10 MR. STEINTHAL: In my question, I
11 you not, with the testimony in this case that 11 mean --
12 the existence of effectively a one-to-one 12 JUDGE WISNIEWSKI: Because as you [
13 relationship between musical work license fees 13 know there are well known artists who do
14 for synch rates and master use license fees 14 covers.
15 from the sound recording owners continues to 15 MR. STEINTHAL: That's not what I
16 be predominantly one-to-one to this day? 16 was referring to. I think my question and let
17 Correct? 17 me try to clarify with him.
18 A You have to point me to something 18 BY MR. STEINTHAL.:
19 specific. 19 Q When you use the phrase "cover
20 Q Ms. Ulman's testimony, the 20 bands," are you referring to the fact or the
21 testimony of Mr. Simson of Sound Exchange and |21 circumstance where a studio hires a band to
22 1believe the testimony of several of the 22 play a song and thereby pays only a synch
Page 131 Page 133f
1 labels as well. But there is no dispute in 1 right for the musical work but not a master
2 the case, is there, that the licensing of 2 use right for a prior recording of that work?
3 master use rights on the one hand and the 3 A TIrefer to it where there is a
4 sounding recording and sync rights on the 4 substitute whether it is that's the exact
5 other tends in virtually all circumstances to 5 arrangement undertaken or some other method to
6 have a value of one-to-one to each other? 6 substitute for the existing sound recording.
7 A That might well be but his study 7 Q So you're now saying that the mere
8 was of 2001 licenses. So that's his analysis. 8 fact that one has a choice whether it be in
9 Q And do you have any evidence 9 the sound recording or the musical work is a
10 whatsoever that the relationship is anything 10 cover situation?
11 other than one-to-one even in the 11 A No. I'm just saying that the
12 circumstances where the producer wants a sound | 12 exact nature of how the movie producer
13 recording for purposes of the given scene, 13 arranges or creates a different sound
14 movie, theme, whatever? 14 recording is what's relevant and I'd consider
15 A Idon't know what the producer 15 -- You had a specific example of the way that
16 wants and I can't tell that based on what it 16 rights are established in that case. The
17 bought because it might have negotiated in 17 studio could just as easily pay a band to make
18 such a way that it didn't have to pay much 18 the recording and let that band have a sound
19 more for the specific sound recording than it 19 recording right and pay them the right.
20 would have for a cover band or some other 20 Q Do you have any information to
sound recording. 21 challenge the proposition that when studios
f the f D 22 k i

y performed song in
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“existing sound recording as part of their TV

show or movie that in that situation the rates
or anything other than one-to-one with the
synch right associated with the embedded
musical work?

Q No, and I would not expect them to
be. It doesn't influence my opinion or the
statements about Dr. Jaffe's approach.

A Let me ask you this. Even if you
accept that Product No. 1 is an input into a
final product, okay, we'll call it Product 2,
it's not necessarily the case that the aspects
of the final product unrelated to Product 1,
the input, are themselves worth more than the
input. Isn't that right?

A Iwould agree with that. I think
the term you're looking for is "value-added."

Q Dir. Pelcovits, is it fair to say
that one hallmark of a competitive market is
the ability to choose from competing suppliers
who offer products that are substitutable one
for the other?

oy Ol DN
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A Yes.

Q Andisn't that very
characteristic, one that you noted with
respect to the market for the licensing of
musical work synchronization rights and sound |
recording master use rights?

A Yes.

Q So then going back to the chart on
page 4, is it a fair summary that all of the
instances that you refer to on page 4 are
instances in where the sound recording owners
are not subject to a marketplace in which
there is substitutability generally, whereas
Dr. Jaffe's market is distinguishable
precisely because it is a market in which
there is substitutability?

A I think that's wrong from two
standpoints. I think it's wrong from the
standpoint of the fact that if you take
substitutability to the level at which it
exists in Dr. Jaffe's synch rights markets
where the users are relatively or could be
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A I think my answer is no. I'm not
sure I understand your question.

Q Letme try it this way. Isit
true that in a market characterized by
multiple sellers and multiple buyers who have
the ability to choose from substitutable
products in that market that those are
characteristics of a competitive market?

A Soyou're talking about the
ability directly of the buyers and sellers to
choose, not necessarily the inputs to the
suppliers because that's the way I understood
your question.

Q A hypothetical market where you
have multiple sellers of substitutable
products and multiple buyers that have choices
among the different product offerers. Isn't
that a hallmark of a competitive market?

A TI'd say generally that is.

Q Andisn'tit true that the ability
to choose among substitutes acts as a
i ici uppliers
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relatively indifferent between a sound ;
recording of the Beatles and a sound recording §
of someone or some cover band performing a
Beatles song, they might be very well
substitutable in that market, but that's not
an indication of more competitive. It's an
indication of a market where you've seen no
particular value attached to the Beatles
versus some cover band and that's not
characteristic of the way music is purchased
in general. That's the way it's an exception.
It's not the fact that there's more
competition. It's the fact you've taken away
or you've looked at the case where the value
of the sound recording copyright is much
lower.

The other way in which you said is
or what you posed I disagree with is I think
the master income market is a good example
where there is far from being a need for a
complete catalog. There is a lot -- There is
not a demand by consumers I believe for a full |
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“catalog of ring tones. There should be and 1

expect there to be a significant amount of
substitutability there from one sound
recording to another, but it's clearly not at
level that it is in the synch rights market.

Q TI'll stand by your first
discussion of substitutability in the ring
tone market and come back to that in the
briefing. Let me ask you this question
however. With respect to circumstances where
I want a given sound recording in the musical
work and sound recording synch rights and
master use rights market, you don't know of
any evidence, do you, that the sound recording
right attracts a higher rate than the musical
work right? Correct?

A Idon'tknow of any case where I
can find out how badly a particular movie
producer wanted a particular sound recording.
I think that's impossible to analyze.

Q Because in part with respect to
the licensing in that market, at some degree

O W ~J oy U > WP

Page 140;

whether or not to invest. My only question
here was with respect to each new album don't f|
the record companies face the should "
we/shouldn't we invest decision that they
faced before the advent of webcasting?

A They face the same decision to
invest or not but that decision is based and
will take into account different
considerations when there is webcasting versus
when there is not.

Q And on page 3 where you talk about
the criticism relating to relatively small
webcasting revenues not being irrelevant, are
you positing here essentially that a profit
maximizing entity will always seek to charge
a price that maximizes the benefits to it?

A Yes, I'd say specifically
maximizing profits and by "profits," I would
mean long-run profits.

Q And then in your sentence that
ends in the middle of the page on page 3, you
say that "the record companies perceive that

WO o ~J oy U W
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if the price being sought is too high, you can
choose another Sinatra song that may be
published by a different musical work owner or
in the catalog of a different record company.
Right? You do have some degree of choice.

A Idon't disagree that the
existence of choices affects prices. What I
was disagreeing with is whether it was
possible to use evidence from the synch rights
market to try to find how much a movie
producer values a particular sound recording.
I just don't know what they would have paid
and how important it was to them. All he has
is evidence on what the transactions that
actually occurred which were subject to
whatever marketplace pressures were existing
at the time.

Q Let me ask you a few questions
about what's in your written statement before
I move onto a different subject. Why don't
you turn to page 2. You make a point here
about sunk costs and the decision about

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19

20
21
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the market for the sales of physical products
such as CDS long their primary source of
revenue is steadily eroding and a digital
distribution of music through webcasting and
other digital distribution channels is what
they must increasingly look to for their cost
recovery and profits in the future." Let me
ask you this. Are you aware of the data in
the case that shows that if you just look at
the sales of music and look at not just
physical CDs but also sales of downloads and
sales to subscription on-demand services that |
are your benchmark market that the combination |
of CDs sales which may be lower but plus-ed up |
by iTunes and other digital download sales and |
revenues from subscription on-demand services
that in fact the record companies now are
making more than they were making three or
four years ago?

A 1think that depends on which
years you use as a comparison and the RIAA
ta which i i

36 (Pages 138 to 141)

c8aacb82-bd64-4d87-8a03-974190a527.





Page 142

Page 144 p

1 sales of digital downloads, I recall that 1 may not be sold individually by the publisher |
2 revenues over the last several years have 2 or the record company?
3 declined. 3 A Idon't understand that question.
4 Q Well, if in fact the record 4 Q Well, are you familiar with the
5 companies are now making more than they were | 5 fact that there are certain record companies
6 two years ago and three years ago and four 6 and music publishers that issue catalog
7 years ago from sales defined to mean not just 7 licenses to studios or producers so that
8 sales of CDs but sales of CDs or permanent 8 basically they can choose from their catalog
9 downloads, digital downloads and subscriptions | 9 as they see fit in the middle of a production
10 where you get your on-demand streaming and 10 schedule to choose this song or that song,
11 conditional downloads. Would that change your | 11 this record or that record, to be used within
12 testimony if in fact they're making more from 12 afilm?
13 the sale of music now than they were before? 13 A Idon'trecall that specifics but
14 A If that were true, it would not 14 TI1I accept that if you want me to.
15 change anything in my testimony. Basically 15 Q Hypothetically, isn't it true if
16 the testimony again, and I want to make sure 16 you accept that there's the opportunity to do
17 it's clear here, is that sellers will care 17 a catalog license so that I'll pay you X
18 about what they make in any market regardless |18 dollars per synch right or per master use
19 of whether it's small or large and this is 19 right for your catalog basically avoiding
20 many millions of dollars and to say that this 20 transactions costs on a license by license
21 is an afterthought to these companies and they |21 basis? There would still be substitutability
22 would not seek to maximize their profits in 22 existing in the market for synch licensing and |
Page 143 Page 145;
1 that market because it's small it's 1 master use licensing in that marketplace
2 nonsensical to me. 2 setting, wouldn't there?
3 Q Ithink we all agree that entities 3 A There would be substitutability
4  will profit maximize to the extent they can. 4 from the standpoint that the movie producer
5 So that's not the issue. Now take a look if 5 could after the fact choose or after the broad
6 you will at page 5. And you make a statement 6 license was entered into could choose which
7 here on the issue of substitutability within 7  particular musical work to put in the movie.
8 the synch and master use market that I wanted 8 Q Orifithad a deal which
9 to ask you about. In the middle of the 9 Dbasically said I'm going to pay X units per
10 paragraph, the long paragraph in the middle, 10 synch right or master use right but didn't tie
11 you say "Instead the evidence Dr. Jaffe relies 11 you to a certain minimum per year you'd still
12 on from the synch and master use market is 12 have substitutability in terms of the ability
13 from a market where the users purchase 13 to choose Warner's sound recording or
14 individual sound recordings or musical works |14 Universal's sound recording and it's that
15 and therefore, have the ability to find 15 opportunity to choose that creates the
16 substitutes for both the musical works and 16 substitutability, isn't it?
17 sound recordings." Now my question relatesto |17 A No, I think the substitutability
18 your focus on the word "individual" here. 18 is simply that when it comes down to it, the
19 Isn't the substitutability a consequence of 19 music, I'm sorry, the movie studio can easily
20 the fact that the license decision is being 20 use one of many different songs for its
21 made before the music is put into the film

|
[\

rather than the fact that the license may or

purposes. It doesn't have a demand or a very |
strong demand for one piece of music over the {
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“other.

Q It's true, is it not, that
somebody that uses a DMCA complaint radio
station doesn't have the ability to pull the
particular song it wants to choose at a given
point in time? Isn't that right?
A That's true of the consumer that

they can't select on a song-by-song basis. It
doesn't mean that they don't have a strong
demand for a music service that has particular
sets of titles in their repertoire.

MR. STEINTHAL.: I think this is a
good time to break. I'm going to go onto a
different subject.

CHIEF JUDGE SLEDGE: All right.
We'll recess until 2:00 p.m. Off the record.

(Whereupon, at 12:31 p.m., the
above-entitled matter recessed to reconvene at
2:03 p.m. the same day.)

CHIEF JUDGE SLEDGE: On the
record. We'll come to order. Mr. Steinthal.

CROSS EXAMINATION (Cont'd.)

Page 148§

Do you recall doing that?

A Yes.

Q Relative to broadcast radio,
wouldn't it be fair to say that the webcasting
industry remains in a nascent state?

A T would use the term "nascent” to
mean quite early. It's sort of just forming.
So I think webcasting has gone beyond being
nascent, but I certainly would agree that it v
has not developed to nowhere near developed to
the same point as broadcast terrestrial radio.

Q Now you agree, do you not, that
RIAA had projections of subscription
information, revenue information, for the SDAR |
services when it negotiated the voluntary :
agreement with the SDAR services. Correct?

A That's what I understand from Mr.
Marks' deposition.

Q And you'd agree as well, wouldn't
you, that when the SDAR services/RIAA
agreement was negotiated in 2003 there was
some uncertainty on both sides as to whether
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BY MR. STEINTHAL.:

Q Good afternoon, Dr. Pelcovits.

A Good afternoon, Mr. Steinthal.

Q I'm going to shift subjects to the
SDAR services, XM and Sirius. Okay. You
addressed the rates charged by the SDAR
services starting at page 6 of your testimony.

A Yes.

Q Now is it a correct statement that
you agree with the proposition that webcasters
and the XM and Sirius SDAR services share

important characteristics?
A Yes.
Q Suchas?

A They both stream music to
listeners very often without commercial and
without any user control over the stream.

Q And you refer on page 6 at the
bottom, the last paragraph, on this page to
satellite radio having been a nascent industry
at the time of the negotiations of the SDAR
i 1 deal with Sound Exch

Page l49§

the services would meet or exceed those
projections? :

A Yes, in general, although I assume
that satellite providers did not have the
projections that RIAA had. So I think just
responding to the question there's significant
uncertainty on both sides.

Q Now if the parties to the 2003 :
voluntary agreement between the SDAR services |
and RIAA had negotiated a percentage of "
revenue, you can't say one way or the other
whether the fee would be higher or lower for
a nascent industry, can you?

A I think that would still possibly
play arole even in a percentage of revenue
fee.

Q Wouldn'tit depend on both
parties' expectations and projections of where
the industry was going to go?

A Well, it certainly would still
depend on that, yes.

I just didn'

hear th
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A Isaid yes, it still would depend
on their projections of where the industry was
going.

Q And you don't know whether the
parties to that negotiation, meaning the SDARS
agreement and RIAA, actually thought about
what they thought about the agreement in terms
of a projected percentage of revenue. You
don't know what they thought about that.
Correct?

A Idon't know what they projected
or expected as far as what this would
translate into as far as a percentage of
revenue.

Q Did you do any inquiry into what
the sellers of the sound recordings were
projecting for the SDAR service revenues over
the time period of the license?

A No, Idid not.

Q Did you examine public projections
from analysts with respect to the two SDAR
services at the time in 2003 when this
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Q Did you factor into your analysis
any of the information that you gleaned from
those public reports?

A The only thing I factored in is a
recognition that this was very, very early in
the stage of the industry and that therefore
was going to be very difficult or it would
have been difficult at the time to have a good
projection of where the industry was going.

Q But that uncertainty would exist
on both sides between the satellite services
and RTAA. Correct?

A Yes.

Q Now you say in the first paragraph
on page 7, four lines down, that the market
has changed drastically or dramatically in
three years. Let me ask you this question.
Would you agree that the change in the SDARS §
business would not affect the validity of the
2000 agreement as a benchmark for webcasting [
if what you were trying to do was to draw an |
analogy based on what the expectations were in |
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agreement was entered into?

A 1did not. T actually did not.

I've looked at some analyst, quite a lot of
analysts' reports, on this industry and I did
not see any from back then.

Q Well, the companies were public
companies that were making quarterly filings,
were they not, XM and Sirius?

A They were public companies then,
yes.

Q And just to be clear you don't
conduct any independent examination or
investigation as to what was publicly reported
about their projections at that time?

A Their own projections you mean?

Q Yes.

A Idorecall looking at their
public statements that I cite here, the XM
10K. That's newer, but I did look at the
statements. I don't recall what they said at
the time about their projections of ultimate
subscription levels
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2003?
A TI'mnot sure I understand the
question.
Q Wellif -- You're familiar with
utilization of benchmarks based on the
circumstances at the time that benchmark
agreement is entered into. Right?
A Yes.
Q And if we were focused on
expectations as of 2003, then the fact that
business has changed, circumstances have
changed, since 2003 doesn't effect the
validity of looking at the expectations
surrounding the benchmark agreement. Correct?
A Correct if you could really go
back and find out something about
expectations. Yes.
Q And you didn't go back and try to
find anything out. Right?

A 1did not go back and find
anything out.
Q At the bottom of page 7, you

39
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1 mention statutory factors. Do you see that? 1 Q Letme try to -- I'm not sure
2 A Yes. 2 whether you said the word "favored" is what
3 Q Now you don't know whether 3 the problem was. But it's true, is it not,
4  consideration of those factors would have 4 that you don't have any reason to believe that
5 raised or lower the actual negotiated price as 5 the fact that a lump sum agreement was arrived
6 between the SDAR services and RIAA, doyou? | 6 atin the 2003 negotiation with or as between
7 A Idon't know and I think as I 7 the SDAR services and RIAA resulted in a more
8 point out there what's most important is I 8 beneficial outcome to one side than the other?
9 don't know what the parties would have 9 A In and of itself, I don't know
10 expected the use of those statutory factors to 10 everything else being equal who that would
11 do and how they would influence the decision 11 have favored.
12 of the copyright royalty panel at that time. 12 Q You make a point on page 7 in
13 Q It's true, is it not, that in the 13 evaluating the SDARS agreement with RIAA that
14 kind of negotiation leading to a lump sum 14 there was a desire to avoid costs of
15 agreement that occurred with the SDAR services | 15 litigating. Do you see that in the paragraph
16 and RIAA the flat fee that emerges may be 16 starting "Finally" on page 7?
17 presumed to factor in each side's evaluation 17 A Yes.
18 of the marketplace information that they had? 18 Q Inasituation where the deal is
19 A Well, I think that along with 19 between the RIAA on behalf of the record
20 other things. It's not just the marketplace, 20 companies and all of the SDAR services so that
21 but their expectations of how the copyright 21 there's no one else left to bring a CARP or
22 court would rule absent an agreement. 22 CRB proceeding, in fact RIAA could avoid
Page 155 Page 157
1 Q But there's no presumption you 1 totally the cost of litigating by entering
2 would draw that the entering into an agreement 2 into a voluntary agreement with XM and Sirius
3 on alump sum basis based on a consideration 3 atthat time. Right?
4 of all the information that each party has 4 A Yes, that's my understanding of
5 favors one side or the other to that lump sum 5 the situation.
6 agreement. Correct? 6 Q And that's a different situation
7 A I'm-- Let me make sure I 7 than it is in the Section 114 Compulsory
8 understand. Are you saying this specifically 8 License where even if RIAA could reach an
9 with respect to a lump sum agreement or with 9 agreement with the commercial webcasters it
10 respect to the agreement in general? 10 might still have to incur essentially the same
11 Q With respect to the 2003 SDARS 11 costs of litigation against terrestrial
12 agreement with RIAA which resulted as you know | 12 simulcasters, smaller webcasters and non--
13 in a lump sum agreement over a period of 13 profits. Right?
14 years, you don't have any basis to presume 14 A Yes.
15 thatit's being entered into on a lump sum 15 Q Now you say that the -- Let me get
16 basis favored one side or the other at that 16 that language here. In the last sentence, you
17 time. Correct? 17 say "Indeed the SDARS agreement is an even |
18 A Yes, but I would not use the term 18 poorer benchmark because the negotiators might [
19 "favored” really. It would be sort of was it 19 have been uncertain how the different
20 "sought by" or "preferred" by one party or 20 statutory factors would be interpreted which

N
—

another I think is what I would say. I don't
do

would have colored the negotiation of that
t." Thave a couple

40

(Pages 154 to 157)

c8aacb82-bd64-4d87-8a03-974190a527¢





Page 158

Page 160

1 questions about that. First of all, isn't it 1 factoring in whatever uncertainties they faced
2 common for participants in a marketplace 2 in the marketplace. Right?
3 negotiation to negotiate in uncertain 3 A Ttdoesn't tell you how they
4 circumstances? 4 arrived it at. It tells you what they arrived
5 A Certainly. 5 atand then the issue is can you use that as
6 Q  And the result of marketplace 6 abenchmark in light of both the differences
7 negotiation in uncertain circumstances is 7 between this market and let's say the market
8 generally one where each side evaluates the 8 that we're dealing with in this case as well
9 uncertainties and comes to an agreement based | 9 as trying to understand what the parties were
10 on their evaluation of whether it's at the end 10 thinking at the time.
11 of the day worth doing. Isn't that right? 11 Q Now you're aware, are you not, of
12 A Yes, I would put it as rather than 12 Sound Exchange's position in the current SDARS
13 "comes to agreement" there is they acceptthe |13 case. Right?
14 terms of the agreement given their 14 A Yes.
15 expectations of what they think will happen 15 Q You're actually testifying as an
16 absent the agreement. 16 expert in that case for Sound Exchange, are
17 Q And you wouldn't throw out of your |17 younot, as well?
18 consideration of marketplace agreements to 18 A Thave filed testimony, correct.
19 consider in a given market agreements that are | 19 Q And you're aware then, are you
20 entered into between parties merely because 20 not, that the Sound Exchange position is that
21 there was some uncertainty in the market. 21 the statutory factors under Section 801(b)
22 TIsn't that right? 22 which govern the determination in that case do
Page 159 Page 161
1 A Iwould not. Thatin and of 1 not require and should not be construed so as
2 itself would not disqualify an agreement if I 2 to establish royalty rates lower than would
3 had a sufficient confidence in the ability to 3 arrive in a fair market value analysis?
4 understand how the parties reacted to the 4 Correct?
5 uncertainty. 5 A That's correct with respect to the
6 Q There are things like ranges of 6 first three factors. There's a fourth factor
7 inflation that are unknown, supply conditions 7  dealing with the impact on the SDARS industry
8 that are unknown, in everyday circumstances in | 8 and that is a different consideration that for
9 amarket. Isn't that right? 9 _ certain circumstances could affect the rate
10 A There is certainly uncertainty, 10 and support something different than what the
11 vyes. 11 market might arrive at.
12 Q And the existence of those 12 Q Isn't the Sound Exchange position
13 uncertainties doesn't render the underlying 13 that consideration of that factor combined
14 agreements from being appropriate reflections |14 with everything else is such that the CRB
15 of marketplace behavior. -Correct? 15 should not establish a rate lower than a fair
16 A Tt doesn't render it as long as 16 market value rate?
17 you can get a handle on it and interpret the 17 A The position is that it should
18 situation correctly. 18 establish a rate over the lifetime of the
19 Q And ultimately the outcome of the 19 agreement and in particular in this case
20 SDAR service negotiations with RIAA tellsus |20 towards the end of the period of the
21 how Sound Exchange or RIAA and the SDAR |21 agreement, then would be arrived at by a
22 market. But certainly it could have b

services arrived at a compromise after
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“important factor back in 2003 at the early
stages of the industry and even more
important, the question would be what Sound
Exchange might have thought the CARP would
have done based on those factors back then.

Q But as you testified earlier, you
didn't evaluate that in your analysis.

Correct?

A 1did not try to reproduce what
the parties were expecting back in 2003.

Q And just to be clear, you don't
know how the parties evaluated the 801(b)
factors in arriving at the lump sum agreement
that was entered into in 2003. Correct?

A Yes, although to be precise, in my
mind it doesn't matter what they evaluated to
be on their own. It's what they project the
court would do when it evaluated those
factors.

Q Just one question on the subject
of the Yahoo deals with independent record
companies.

O ~Joy b W
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particular agreements.

Q Is there anything about that
statement that's not applicable to your
analysis of the sound recording and musical
work marketplace more generally?

A TI'm not sure I understand your
question.

Q Well, does this statement apply no
differently to your benchmark interactive
service market?

A It does not apply to the ones I
relied on for purposes of developing my
benchmark rate and applying the benchmark
rate.

Q Why would this statement be
applicable to agreements between Yahoo and |
independent record companies but not
applicable to agreements between the four v
major record companies and small interactive |
webcasters?

A It potentially could be a factor
if they were looking at agreements with small §
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A Yes.

Q That you address in your
statement. Do you have any reason to believe
that the independent record companies that
entered into these arrangements with Yahoo
were thinking that they were not in their best
interest to do so?

A No.

Q Turn to page 9 of your written
statement. This is part of your evaluation of
the Yahoo agreements with the independent
record companies. In the last sentence of
that page, you say, "As the CARP recognized in
2002, agreements between large sophisticated
players and small entities with little market
share should carry little weight at
benchmark.”" Do you see that?

A Yes.

Q That statement is generally
applicable to the marketplace that you're
evaluating here?

th

Page 165}

interactive webcasters, but I was looking at
large interactive webcasters.

Q Let's follow that through. Do you
know what the market capitalization of
MusicNet is?

A No.

Q Do you know what the market share
of MusicNet is?

A No.
Q Do you know the capitalization of
Napster LLC?

A No, it was -- No, I do not know.

I am more than -- Well, there's no question
pending.

Q What about MusicNow before it was |
acquired by AOL? Any idea what its
capitalization was?

A No.

Q Isit fair to say then that you
didn't evaluate the marketplace size of either
Napster, MusicNet or MusicNow?

42 (Pages 162 to 165)
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Q And what about Musicmatch before
it was acquired by Yahoo? Any idea how it
fared in the market in terms of its market
size?

A No.

Q Now on page 10 you talk about
certain rights that are sometimes sold
together in a bundle. Let me ask you this
question. Do you agree with the proposition
that it is difficult to judge the willingness
to pay for one component part of a bundled
service offering based on the price of the
bundle as a whole?

A If that's the only information you
have, I would agree with that.

Q So that if all we have is
information that a consumer is willing to pay
X for a bundle of products and services for
the entire bundle, you'd agree that it tells
us virtually nothing about what the consumer
is willing to pay for any one individual
component of the bundle.

O 0 10 U d> WD
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unit and 90 percent of the demand is willing
to pay no more than $1.10 per unit. Do you
remember that?

A Yes.

Q And]I asked you whether the
supplier would be better off charging $9 or
$1.10 assuming a seller has to charge one
price and you agreed with the proposition that f
selling at $1.10 to 90 percent of the market |
makes more sense. Right?

A If that indeed are the correct
assumptions of the hypothetical that those
that pay $1.10 will not pay anything more.

Q And you didn't raise the issue of
cannibalization at the time when we had our
question and answer back a few months ago.
Correct?

A Tbelieve I said that if those are
the assumptions you gave me that's the
calculation I get.

Q Now in reference to your testimony
about cannibalized customers here, can you
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A I'wouldn't say "virtually
nothing." It does give us how much the
customer is willing to pay for the bundle and
then depending on what the components are and
what more you know about the prices of those
components in the marketplace, you can infer
certain things.

Q Well, let's keep it clear as to
what we know and what we don't know. Is it
fair to say that you cannot infer from the
willingness to pay X for a bundle of products
and services that the buyer is expressing a
willingness to pay any particular amount for
specific component parts of the bundle?

A If that's all you know, yes.

Q Turn to page 12 if you would.
Talk about the hypothetical that I asked you
about the first time around and explain
certain aspects of it. Now first of all,
this, to remind the panel, you're referring to
the hypothetical where 10 percent of the
demand in the market is willing to pay $9 per
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point me to any record evidence in this case
of subscription customers who have been
cannibalized by advertiser supported services? |

A T've seen no evidence that
quantifies that effect. I believe the
similarity of those services, the offering by v
many companies of both type services and the [
combined growth in the market of both type
services is very strong indication that these x
are not completely independent markets where |
the price charged in one has no effectonthe |
demand in the other.

Q But just to be clear, you did
nothing to seek to try to quantify or find any
evidence of actual cannibalization of the
nature that you posit at this part of your
paper. Correct?

A Idid not try to quantify it with
respect to the basis of my statement and
information I relied on. I did what I
described in my previous answer.
Q Did ider effort.
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Yahoo to up-sell customers to its subscription

product? Are you familiar with the word "up-
sell"?

A Yes, I have read about that.

Q Do you remember Mr. Roback's
testimony that it was an extremely difficult
proposition to up-sell and support its service
users to the subscription service?

A Iread that. Ialso saw figures
showing Yahoo's subscription services growing
in percentage terms? '

Q Well, that does tell us anything
about cannibalization, does it, because we
don't know whether those people that are
buying it were actually up-sold from the ad
supported service? Right?

A We can't say anything in terms of
quantifying that but I think it's a reasonable
judgment based on what we've seen in the
market.

Q It's your reasonable judgment.

A It is my reasonable judgment.
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Q And you agree that if the price
were $1.10 everyone would pay the $1.10.
Right?

A Yes.

Q But you have ten percent of the
customers who would have paid the $9 if the
$1.10 service wasn't available. Right?

A Yes, although it's -- It depends
what we take as the hypothetical and I
understand the hypothetical to be that there
are 10 who are paying $9 for the service.

Q Butin the hypothetical those are
the 10 that are willing to pay $9 even if the
only offering out there were $9 and there
wasn't a $1.10 offering. Right?

A Yes.

Q Why aren't those 10 your
cannibalized customers in the hypothetical?

A Well, they might well be
cannibalized customers in which case the way
the example would work out is you would have
to compare the revenues with it never -- Let
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Q Now you would describe a customer
who would pay for the subscription services in
the hypothetical if he or she didn't have the
choice of non-subscription services as one
that would be willing to pay for the
subscription service at the subscription
service price. Isn't that right?

A Yes.

Q And those are the customers that
you describe as having been cannibalized.
Right?

A Yes.

Q Solet me see if I understand
this. You criticize my hypothetical for not
taking a count of cannibalized customers.
Right?

A Yes.

Q Now I proposed a hypothetical in
which 10 percent of the customers were willing
to pay $9 per unit and 90 percent were not
willing to pay more than $1.10. Right?
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me restate that. If the hypothetical is that

these are exactly the willingness to pay and

that the customers that would be willing to

pay $9 in the absence of or in the presence of |
the lower price service would only pay $1.10, |
there was only one price, then this is the

result that you get. But if this is to bear
any relationship to what we see in the market, |
then I interpret the number 90/10, the split
of the market, as not the split of customers

and their willingness to pay, but the split of
what you see in the market in terms of the
number of customers who buy the lower price |
service and the number who buy the higher |
price service.

Q But that 10 percent would be the
cannibalized universe in the hypothetical,
wouldn't it?

A It would be in a hypothetical
where you set up the hypothetical not based on |
looking at a market where there were 90
ing the low price, 10

(Pages 170 to 173)
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“buying the high price. But if you set your

hypothetical by saying, this is no
relationship to what I see in the market, but
I'm telling you that there are only 10
customers who will pay $9 and there are 90
customers who will only pay $1.10.

Q Butit's true, is it not, if both
are in the market, if you have this offering
for $9 in the market and 10 people are taking
it and an offering for $1.10 in the market and
90 people are taking it because there is some
differentiation in the actual offering that
that's the marketplace choosing how many
people are willing to pay the $9 for the
differentiation, isn't it?

A At current prices, that is, but it
does not achieve what you suggested which is
that does not represent your cannibalized
customers, meaning that does not represent the
customers that would pay for the higher price
service were the lower price service not
available. We don't see that in the market.
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month, yes.

Q Now is the definition of "unique
listeners" you used any person that spends any |
time listening to the service at all?

A Idon'trecall if it was any or
there has to be a certain amount of time that
the customer is actually online at any point
during the month.

Q As yous sit here today, you don't
know whether it includes or doesn't include
people that listen for less than 15 minutes a
month for example?

A Tbelieve it would certainly. If
I'recall correctly, it would include those
that listen to it for 15 minutes a month. It
might not include those that listen to it for
a minute or 30 seconds or two minutes.

Q Soyou believe it does include
everyone that listened for at least 15 minutes
in a month. You just don't know if it
includes people that may have listened for
less than 15 minutes a month.
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Q By the way, I didn't see in your
analysis any consideration of the testimony
from Mr. Roback that the future business
opportunity in this marketplace lies in the
$20 billion ad supported market and not a
subscription marketplace in which people
aren't used to paying for radio. Is that in
your analysis here?

A It's not in my analysis. It's in
my testimony.

Q I want to ask you some questions
on the issue of the buy button that you
testified about this morning. It's in your
testimony on page 20.

A Okay. Thank you.

Q Now of the several million unique
listeners. Since that's in shaded provisions
of your testimony, I won't read out the number
of unique listeners that you've referred and
these are unique listeners per month. Is that
right?

A Unique listeners in a particular
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A Right. ;

Q Okay. Now do you know how many of
that universe of unique listeners listen for =
say less than an hour a month?

A Idon't know that.

Q You would agree, would you not,
with the proposition that if there were
promotional value in webcasting it would
manifest itself in respect of people that
spent more than just a couple of minutes a
month on the website?

A It would be much more manifest in
those that listen more, yes.

Q And you didn't try to do any
calculations stratifying the universe of
unique listeners. Right?

A Idid not although the
subscription customers who account for a lot
of the buy buttons here are certainly
listening to this service I would expect quite
a bit or they would not subscribe.

Q Now you mentioned this morning

45
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“that this analysis doesn't cover purchases
that are made by a consumer at a venue other
than from clicking on the buy button. Right?

A Yes.

Q Did you seek to look at any data
reflecting purchases made by users of Yahoo or
any of the other services not immediately to
buy button but by clicking on, for example,

Page 180§

Q Per track.

A Yes.

Q Soif I'm looking at the paragraph
starting "The evidence however..." on page 20
Do you see that?

A Yes.

Q Soif we ascribe, let's round it
up from 99 cents to $1. Okay?

O 0 ~J oy bW PP

Amazon or iTunes?

10 A Separate from their use of a buy

11 button, I have not seen any analysis of that

12 particular issue. There is a reference to

13 something by a Mr. Hansen, but not a set of
14 numbers or a study.

15 Q Isn'tit true that the customers'

16 technology that they use may dictate how they
17 buy music?

18 A I'mnot sure I understand what you
19 mean.

20 Q For example, if I have an iPod and
21 I'm aniTunes user, if I hear a song listening
22 to Launchcast, wouldn't you agree with me that

A I'm fine with that.

Q Soif we call it $1 a download for
the figure that is shaded in the middle, the
numbers of downloads sold over a six month
period, then the average price of a digital
album is $10 an album. Is it not?

A Yes.

Q Soif we add the two up, I don't
think we're breaching any great privilege here |
to say that in the six month period there
would be if I add those two figures up based
on actual buy button sales somewhere in the |
neighborhood of $2.5 million in revenue to the
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sound recording owners over that six months.
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the likelihood is if I'm going to buy a
digital download I'm going to switch over to
iTunes where I have compatible ways of buying
and using of my iPod?

A That would be true for -- I think
I would agree with that for iPod users and
obviously for non iPod users they would find
it very easy to get downloads from the music
service and certainly for CD purchases it

W o~ Ul W R
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Right?

A Hang on one second.

Q I'm multiplying the number of
digital albums by 10.

A Okay.

Q And I'm multiplying the number of
digital download unit sales by $1.

A By one essentially.

Q Don't we come up with

wouldn't matter whether someone was aniPod |10 approximately $2.5 million?
users or some other type of customer. 11 A No. I'm multiplying the smaller
Q  Are you familiar with how much of 12 number here by 10 and that gives me a
the digital download market iTunes represents |13 relatively low number. I'm multiplying the
in the United States? 14 other one by one. So I'm adding together this |
A Thave seen that. I know it's 15 shaded number starting with four to the 10 |
very large. I don't recall the exact number. 16 times the shaded number starting in one and I |
Q Let's look at the numbers 17 getanumber below $1 million.

themselves. Now assuming the generally 18 Q We're going to have to -- I'm
prevailing price for a digital download, 19 going to have to ask these questions using
you're familiar with the fact that it's 20 real numbers because I'm lost.

generally 99 cents? A Allright.
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wrong.

JUDGE WISNIEWSKI: There's a
precedent for that in this room.

MR. STEINTHAL: Excuse me?

JUDGE WISNIEWSKI: There's
precedent for that in this room.

MR. STEINTHAL: Yes, I'm sure.

BY MR. STEINTHAL.:

Q The number of downloads is equal
to the number of dollars, right, because we're
applying $1 per?

A Yes.

Q And then the number of digital
albums -- Okay. Sorry.

A Isee where we're differing. I'm
looking at the --

Q Two different places in here.
Okay.

A Allright.

Q That's the problem with trying to
do it my way.

A NowI see where we're --
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Q And of course that would turn into
$5 million over a year. Right?

A Yes.

Q Isit your testimony that $5
million in supplemental purchases is an
irrelevant number?

A No.

Q Let me ask you some questions
about the issue of definition of revenue.

THE WITNESS: I beg the Court's
indulgence for a two minute break.

CHIEF JUDGE SLEDGE: Sure.

THE WITNESS: Okay.

CHIEF JUDGE SLEDGE: Wellgo |
ahead and take our scheduled time at this time |
and break 10 minutes. ’

THE WITNESS: Okay. Thanks.

CHIEF JUDGE SLEDGE: Off the
record.

(Whereupon, at 2:48 p.m., the
above-entitled matter recessed and reconvene
at 3:01 p.m.)
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Q If you use your calculations based
on extrapolating from Sony BMG's market share.

A Okay.

Q You would agree with me, would you
not, that over the six month period for which
you had data you would come to approximately
$2.5 million in revenue to the sound recording
owners derived from buy button sales at Yahoo?

A It would be approximately that
number in total for purchase of the digital
downloads.

Q Yes, for that --

A Not necessarily, in fact, not all
of it going to the sound recording owners.

Q Excuse me?

A Not all of it going to the sound
recording owners.

Q Right, but that would be the price
paid for the digital downloads and the albums
would be approximately $2.5 million over that
six months. Right?

A Yes
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CHIEF JUDGE SLEDGE: On the
record.

CROSS EXAMINATION (Cont'd.)

BY MR. STEINTHAL.:

Q Dir. Pelcovits, I just wanted to
ask you some questions about the backend of
your rebuttal statement in connection with
your revenue definition testimony and the
like. It starts on page 30, I believe. First
of all, is it correct that you have no prior
experience in creating definitions of revenue
in agreements such as legal licenses?

A That's correct. I have experience
working a lot with tariff definitions but not
specifically with the definitions of revenue
in the context of musical recordings.

Q Or other IP I gather? You have no
experience in defining revenue for purposes o
other sales of intellectual property. Isn't
that a fair statement?

A TIhave done some other work in IP
lati igh fees for tel

Pages 182 to 185
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switches. Idon't recall whether a
definitional issue was significant in that
case.

Q And you've had no experience
before this one in analyzing an allocation of
revenues for bundled services in webcasting
markets. Right? )

A Yes, that's correct.

Q Now in your briefly testimony
today on the subject of the definition of
gross revenue you did say that there was some
advantages of specificity in defining revenue
for a license pertaining to webcasting.
Correct?

A Correct.

Q And one of those benefits is that
it leads to certainty. Correct?

A Ttincreases certainty. Yes,
that's what I said.

Q And the avoidance of potential
disputes between licensors and licensees if
the definitions are rendered fairly specific
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think that's a different case. The iPod is

not bundled with the iTunes in the sense that
it's required to be purchased from the site as
a condition of listening to or purchasing
iTunes' services.

Q Well, then I'm a little confused
here. Is your testimony that the software
should not come into the revenue base as long
as it's not required to play the music?

A Aslong as it's not needed in
order to subscribe and listen to the music on
the service.

Q Soifit's just optional, it
shouldn't come into the revenue base.

A That -- Yes, that's what I would
agree with.

Q Now then you -- I'll come back to
this in a minute. Let's take a look at the
actual Sound Exchange definition of revenue to
which you refer in your direct testimony.
This is actually an attachment to the rebuttal
or it's part of the rebuttal statement of
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as to what's included and what's not. Right?

A Yes.

Q And in particular on page 31 of
your written testimony in the first full
paragraph you again speak of the benefit of
clarity in helping to provide specifics to
break down issues from broader categories.
Right?

A Yes.

Q Let me ask you some questions
about your criticism of Mr. Fancher on page
32. Now first, you criticize his exclusion of
revenues from software used to access a music
service if the software can also do other
things such as pay video. Let me press that
a little bit. Is it your testimony that when
Apple sells an iPod on the iTunes store or
website the sale of the iPod should come into
the revenue base upon which Apple would pay
for music if it was paying on a percentage
basis?

A No, that's not my testimony. I
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Sound Exchange which is --

COURT REPORTER: Twenty-seven.

MR. STEINTHAL: We'll mark it as
Services Exhibit R-27.

CHIEF JUDGE SLEDGE: Is thata
different take on what's already an exhibit?

MR. STEINTHAL.: I thought that we
had marked this. I'm not going to put it into
evidence, but --

JUDGE WISNIEWSKI: What is it?

MR. STEINTHAL.: It's the rebuttal
statement of Sound Exchange Inc.

JUDGE WISNIEWSKI: That'S R-1.

MR. STEINTHAL: That's what I
thought, R-1. Good memory, Judge.

BY MR. STEINTHAL.:

Q Ibelieve if you turn to page 12
we gave the section on gross revenues and then
the definition of gross revenue proposed by
Sound Exchange begins in Section E on page 13.
First of all, Dr. Pelcovits, did you draft
this definition of gross revenues?

48
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A No.
Q Did you participate in the
drafting of it at all?

A Thad some discussions with Mr.
Perrelli about this topic during the time that
it was drafted.

Q Do you remember which specific
parts you provided input about?

A Ido. Idefinitely recall
discussing with him the issue of bundled
services. I know we have some other general
discussions, but in terms of the most specific
discussions it dealt with bundled services.

Q Let's take a look at the very
first sentence of the definition of gross
revenues. It says, "Gross revenues shall mean
all gross monies and other consideration paid
or payable to or on behalf of any person or
entity that are directly or indirectly
attributable to a service including without
limitation nonreturnable advances and
guarantees..." and then it goes on. Did you
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here.

Q What about if I'm going to the
Yahoo home page and there is along with the |
dozens of different things I can do there's an 8
icon that says I can go to music and you click
on it and it takes you right to the Yahoo
music home page. Is that indirectly relevant
and indirectly attributable to the home page
revenue?

A I think that could be considered
indirectly attributable but it is not picked
up in any of the definitions later on in the
document.

Q Now when you look at the second
part of this where it says "Gross revenues
shall include but not be limited to..." The
phrase "include but not be limited to" is
hardly specific or delimiting, is it?

A This would be -- Let me make sure
I have the right point.

Q It's on page 13 just before the
listing of certain categories that presumably

O WO 1oy W N
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have any input in the drafting of the
"directly or indirectly attributable"

language?
A No.
Q Excuse me?
A No.

Q You would agree with me that that
doesn't fall into the bucket of a specific
definition of revenues with concrete
categories that provides guidance, does it?

A Not without further definition
later on in the document.

Q What does "indirectly
attributable" mean?

A Well, I would say that includes
examples of cases here where a customer clicks
via a general music page onto a non-
interactive webcast service and to the extent
that is attracting the customer to that
general music page and there is revenue that
is received from that I would consider that to
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are "included but not limited to those that
Sound Exchange would put into the bucket of
gross revenues."

A Thank you.

Q My question is whether that kind
of language is -- Let me put it this way.
Isn't it true that that language is not
specific or delimiting?

A Thatis possible, yes.

MR. STEINTHAL: Let's actually go

-- I mean in your written testimony you say
"It's good to look at what the labels
themselves have done." So I want you to take
a look at one of the Sony agreements with
Yahoo. So let's mark as Services Rebuttal
Exhibit R-27 a document marked "Confidential
Short Form Agreement." It bears the Bates
stamped numbers SX18392 and onward.
(Whereupon, the document
referred to was marked
as Services Rebuttal
Exhibit No. 27 for

(Pages 190 to 193)
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identification.)
BY MR. STEINTHAL.:

Q  Is this one of the forms of
agreements between one of the majors and one
of the webcasters that you had reference to in
giving your testimony on gross revenue
definition?

A No.

Q Do you know specifically which
ones you did and which ones you didn't have
access to?

A Thad access and reviewed the
agreements for interactive or what we called
"on-demand webcasting."

Q So you didn't bother to look at
agreements like the video agreement.

A 1did not look at these.

Q Did you look at any agreements
with Yahoo itself and another record company?

A Idon't believe so.

Q Let's take a look at page 6 of the
document, SX18397.
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after the next sentence. There's a sentence
that starts "In the event that Sony BMG videos
are exhibited in the absence of the video
player" and skipping the parenthetical, "and
Yahoo receives monies of the types described
in 2 and 3 above which are directly
attributable to the music video plays, then

the label revenue share..." That's an example
where the use of the phrase "directly
attributable" is used in a record label
agreement with Yahoo, is it not?

A Yes.

Q  So this is an example where »
they've chosen in a voluntary agreement to use |
the phrase "directly attributable" instead of
the phrase "directly or indirectly
attributable" which is in the Sound Exchange
proposed language. Is that right:?

A Yes.

Q Now let's talk about the bundles
service aspects of the definition of revenue
and I think if you turn to page 14 of the
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A Okay.

Q And if you read the definition of
gross revenues which is in paragraph 4(a) the
second full sentence, it says "Gross revenues
means all monies received by Yahoo in
connection with the performance of music
videos" and then a parenthetical "from" and
then it lists specific things, "sponsorship
specifically of the video player, in-stream
advertisements on the video player," I'm
skipping the parentheticals, "banner ads on
the video player, synchronized with such in-
stream advertisements on the video player and
commerce revenue excluding sales of download
and packaged media if reasonably tractable on
the video player." So would you agree with me
that that's an example of a definition of
gross revenues that is specific and delimits
the categories that are within it?

A Yes.
Q  And then if you skip down in the
t sent tarting "Video." T'
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Sound Exchange rebuttal case in subparagraph
2 at the top this is the part where it refers
to a licensee bundling access to or use of the
service and I think you testified about that
in response to the questions from Mr. Handzo
this morning. Do you remember that?

A Yes.

Q Now I believe your testimony was
if there's a standalone or alla carte price
for an aspect of the bundle you would support
utilizing that standalone market price when
you unbundle what's being paid for the actual
package of goods and services that a consumer
is buying?

A Ithink what I said is if there
was a comparable music service available in an |
alla carte basis, then that should be used as
the review for the monthly fee for customers
that subscribe to a bundled service that
includes a compliant webcast service.

Q Let's take a real world
hypothetical instead of a hypothetical

50 (Pages 194 to 197)
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A Ibelieve thatitis that that

1 hypothetical. Let's take the SBC-Yahoo 1 definition encompasses more customers than
2 service. You are familiar with the fact that, 2 such probably be attributed as Launchcast type
3 I'm going to call it SBC-Yahoo even though SBC | 3 customers in this calculation. If there is an
4 is now part of AT&T, but people tend to call 4 alternative way of handling the bundle that
5 it the SBC-Yahoo bundle. Are you familiar 5 protects the music service, then I think
6 with that bundle? 6 that's worth considering.
7 A Yes. 7 Q So you would, as a matter of
8 Q It consists principally of high 8 economics, be troubled, wouldn't you, by
9 speed internet access, does it not? 9 taking a price paid by an alla carte purchaser
10 A It's high speed internet access 10 that is demonstrating a willingness to by a
11 bundled with certain Yahoo services. 11 given product and ascribing that price to the
12 Q And the Yahoo services that are 12 same service when it's transposed into a
13 bundled within it are a suite of services that 13 bundle where the majority of the people never |
14 include enhanced email, virus protection, 14 even use the service. Right?
15 security features, along with Launchcast Plus 15 A Yes.
16 music service. Correct? 16 Q There's a part of this revenue
17 A Yes. 17 definition of Sound Exchange beyond the
18 Q Do you know exactly how many 18 question that I just asked you that I would
19 different features there are in the Yahoo 19 love to have an explanation since you
20 media package that forms part of the SBC-Yahoo | 20 apparently worked on the bundled service
21 bundle? 21 aspect, the last sentence of subparagraph 2 on
22 A Ido not know the exact number. 22 page 14 says "Where a licensee bundles access
Page 199 Page 201
1 Q Butit's at least between five and 1 to or use of the service," this is the digital
2 ten different feature, isn't it? 2 musical service apparently, "Where a licensee
3 A 1 think that's about right. I 3 bundles access to or use of the service
4 would agree with that. 4 either directly or through a third party with
5 Q Now are you familiar with the data 5 other products or services and the service is
6 that reflects how many -- Strike that. Are 6 not offered on an alla carte basis and does
7 you familiar with the data the reflects what 7 not otherwise qualify as a bundled service the
8 percentage of the actual SBC-Yahoo bundled | 8 subscription revenue attributable to the
9 subscribers use the Launchcast Plus service? | 9 service shall be the monthly fee charged for
10 A Tdon't recall seeing that. 10 the entire bundled service." What's the
11 Q Well, the testimony is that it's a 11 economic explanation for taking the entire
12 very small fraction in the range of 10 percent |12 amount paid for the bundle and ascribing it to
13 of the bundled purchasers that actually at any |13 the revenue base when the music service is
14 given time use the Launchcast Plus service. 14 only a portion of the bundle?
15 Take that hypothetical if you will. Don'tyou |15 A Tunderstand that that provision
16 think that it is inappropriate where 90 16 protects the music services again the, I'm
17 percent of the universe of the purchasers of |17 sorry, protects the sound recording company,
18 abundle are not even using a music service to | 18 the record companies, from music services
19 simply use the price paid by alla carte 19 designing what I would call phony bundles just |
20 subscription users to the music service as the |20 to get around the percentage of revenue
21 value when unbundling the bundle? 21 calculation that's in the rate proposal.
22 So in another words, maybe I can
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“make that a little clearer. If a music

service were to develop that was very
attractive and would if sold on its own have
a relatively high price and lead to the
payment of copyright fees based of a
percentage of that revenue it would seem they
could get around the percentage of revenue fee
by bundling the offering of music with
something totally incidental and not of great
value. So they could say we offer you a music
service and the only way we're offering it is
music for $7 a month along with a, let's just
say, memory key worth $12. In that case, they
could develop that service purely in order to
evade the percentage of revenue calculation
and this is a way to try to protect against
what I would consider to be an end run around
the revenue calculation.

Q Do you know whether there are
other ways to get around gamesmanship than
actually creating a provision like this that
would also swallow certain good faith

SRRSO IO S i T R e e e T e
N2 O WO WD R o Yoo 0w

Page 204

have to pay on the entire bundle price?

A I'would agree with that.

Q Okay. On the subject of this
uplift in the usage fee for bundled services
where you can't ascribe a revenue figure
because of the difficulties in unbundling, did
you consider at all in giving your testimony
that the 2003 agreement between Sound Exchange |
and RIAA on the one side and the DIMA
companies on the other address the issue of
bundled services by basically saying bundled
services would pay at the per stream or ATH
rate without having the option of paying on
the percentage of revenue rate as well?

A T'was aware of that. Idon't
think that that's an important consideration
because the rate structure is not a greater-
than rate structure.

Q And you didn't give an credence to
the fact that there was a voluntary agreement
by the sound recording owners to a structure
just two or three years ago which made the
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situations where the music service is bundled
with other services?
A Well, I don't know of any. 1
think it's certainly reasonable to consider
them if there was a way to get around that,
but I do think the percentage of revenue is an
important part of the rate structure and if
bundling makes it very, very hard to apply
that, then it's necessary to make some other
adjustment such as the proposal in my
testimony that if you can't use a percentage
of revenue calculation because it doesn't
follow or fit into one of these categories
that you put a surcharge on the per play rate.
Q We'll come to that in just a
minute and that's going to be the last thing
we're going to talk about. But before I go
there, you'd agree with me, would you not,
that if there were less intrusive ways of
dealing with the gamesmanship problem that
you've identified they would be preferred over
provisions that would make innocent parties
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option, the webcaster's option, as opposed to
a greater-of formula?

A 1did not give credence to that in
the context of a rate proposal that was
specifically designed and developed using a
greater-than formula which is modeled on the
interact market. So, no, I think that the
interactive market benchmark formulas are --
And to remain consistent with that, that was
far preferable than looking at the 2003
agreement.

Q Well, let's go back to the 2003
structure though for a minute. Are you
familiar with the fact that the bundled
service rate was exactly the same on per
stream or per hour basis as a normal service
that wasn't bundled?

A Yes.

Q Did you give any consideration to
the fact that when the issue arose in 2003
about treating bundled services under aper |
stream or ATH meaning aggregate tuning hour
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basis the labels voluntarily agreed that there
wouldn't be a higher rate for a music service
delivered as part of a bundle as opposed to
one not delivered as part of a bundle?

A Again, my answer would be the same
which is it's a different context, a different
rate structure. So I don't believe it
applies.

Q Did you consider the discussion in
the first CARP decision about the precise
issue of whether there should be a higher rate
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Wouldn't the issue be essentially the same?
A No, I think that the white label
service there is a pretty good approximation
of our alla carte or standalone price. The
problem of the bundled service is precisely
where there is nothing in the market that you
can rely on to get a measure of revenue.
There's a service. You've taken music. _
You've bundled it with some other service and
there is no separate price for the music. I
don't think that's the same as a rebranding at

12 for services distributed through a third party |12 all.
13 than when the same service was distributed 13 MR. STEINTHAL: I have nothing
14 directly by a webcaster? 14 further. Thank you.
15 A Tdidnot. Ido not see how that 15 CHIEF JUDGE SLEDGE: Mr. Joseph. §
16 compares. It's not necessarily a bundle. 16 MR. JOSEPH: Thank you, Your '5
17 Q  Are you familiar with the fact 17 Honor.
18 that there was an issue in the first CARP 18 CROSS EXAMINATION (Cont'd.)
19 where there were what we call "white label 19 BY MR. JOSEPH:
20 services" where an entity that was a webcaster | 20 Q Good afternoon, Dr. Pelcovits.
21 would deliver the same radio channels that are | 21 A Good afternoon, Mr. Joseph.
22 available directly on a website like AOL or 22 Q May I ask you to turn to page 7 of
Page 207 Page 209§
Yahoo but that would be delivered to a third | 1 your written rebuttal testimony please.
party at their website on a co-branded or 2 A Very well. Thaveit.
branded basis by the third party? 3 Q Do you see where seven lines up
A Yes. 4 from the bottom with respect to the SDARS
Q  Are you familiar with the fact 5 agreement you say that "the same factors that
that the sound recording owners argued that | 6 DiMA says made the agreement to push forward
stations delivered in that fashion bundled 7 rates, a poor benchmark, would have affected
through a third party access vehicle should 8 the participants to the SDARS 2003 agreement
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command a higher per stream rate than
traditional webcasting stations?

A Idon't recall that I would not
consider that to be a bundle. I would
consider that to be a branding of something
that was otherwise unbranded. That's not a
bundle.

Q Do you distinguish that from the
bundled service situation?

A Ido.

Q In what respect is one more
valuable than the other if you can't get at
that third party website's revenues where
ou're delivering that white label service?
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in the same way or would have also affected
them?

A Yes.

Q Now earlier today, you said that
you were asked about that agreement and a
reason, in fact the only reason I believe,
that you said you believed that it was not a
good benchmark was that the 2003 agreement,
I'm sorry, the 2003 -- Well, they are both
2003 agreements. So now I'm getting sloppy. |
But the 2003 DiMA-RIAA agreement was nota |
good benchmark was that it was just a
temporary agreement to carry forward the rates
to the next, what was then, CARP di
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Do you remember that earlier today?

A Ido.

Q Isit your understanding that the
2003 SDARS agreement was just a temporary
agreement to carry forward existing rates to
a next proceeding?

A No, it was not.

Q Isit your understanding that the
participants in the 2003 SDARS agreement had
just spent millions of dollars on a CARP for
a prior period in which a decision had been
rendered?

A Idon'trecall that.

Q You don't know one way or the
other?

A Idon't know one way or the other.

Q Isit your understanding that any
SDARS fees were then subject to a pending
appeal before the D.C. Circuit or any other
court?

A Are you referring to the rates
that were agreed to in 2003?
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that ad supported webcasting will become more
lucrative than subscription webcasting. Do
you see that? It's about halfway down the
page.

A Yes, I'm not sure he uses the term
"more lucrative" but he says "have a higher
upside."

Q The next sentence, "will be more
lucrative."

A Oh, he does. Yes. I had
forgotten the wording.

Q You didn't attempt to analyze that
issue on your own, did you?

A Ididnot.

Q So when you wrote your written
rebuttal testimony you didn't have a view on
that issue as a matter of fact, did you?

A Not as a matter of independent
analysis.

Q Alittle further down on page 15
you make a confidential statement about how
the record companies are generally

Page 211

Page 2131

1 Q I'm asking whether it's your 1 compensated. Do you see that?
2 understanding that any SDARS rates were as of | 2 A Yes.
3 the time that 2003 agreement was negotiated 3 Q Now that was a reference back to
4 subject to appending appeal before the DC 4 your benchmark market of interactive services. |
5 Circuit or any other court? 5 Correct?
6 A Ido not know. 6 A Yes.
7 Q Isit your understanding that the 7 Q Infact, you weren't referring to
8 SDARS 2003 agreement was negotiated for a 8 any other market there, were you?
9 period of just two years? 9 A That's correct.
10 A Ido notrecall that. 10 Q Let me ask you to turn please to
11 Q Let me ask you to turn please to 11 page 17. Now in the last paragraph second
12 page 15 on your written rebuttal testimony. 12 sentence you said that "the anecdotal evidence
13 At the top of that page, you make a 13 suggests that both interactive and non-
14 confidential statement about subscription 14 interactive webcasting is substitutional."
15 services and you cite a Sound Exchange 15 Just so the record is clear, the only
16 exhibit, SX022RR. Do you see that? 16 anecdotal evidence to which you are referring |
17 A Yes. 17 and here I emphasize the only anecdotal
18 Q You have no basis other than 18 evidence to which you are referring is what
19 Exhibit 22RR for that statement, do you? 19 you cite on page 21. Correct?
20 A That's correct. 20 A That's correct. The reference to
21 Q You then refer to Dr. 21 the testimony of the label witnesses.

N
N

Brynj sson’s stateme n e next paragraph

Q Eisenberg and Kenswil.
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A Correct.

Q Now let me ask you to turn to the
next page, the next page after 17 not after
21, on page 18. In the second paragraph in
the first sentence, you refer to academic
literature reaching a conclusion that
terrestrial radio is not promotional and you
cite the Liebowitz paper in Footnote 21. Do
you see that?

A Ido.

"Q Now it's true, is it not, that the
only academic literature you meant when you
said that the academic literature has reached
a contrary conclusion was that article?
Correct?

A That's correct. That's the only
academic literature I could find that deals
with the topic.

Q Now in the next sentence, you say
that there are important differences between
terrestrial radio and webcasting that render
it less likely that terrestrial, I'm sorry,
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A Correct.

Q They can go to another website.
Correct?

A That's correct.

Q They could go to a record store.
Correct?

A Correct.

Q On page 19, you discuss some data
related to Bonneville. Do you see that in the |
next to the last paragraph, the last full
paragraph?

A Ido. |

Q Do you understand those data to be [
based on buy button?

A Thatis my recollection of buy
buttons or a direct ability to buy a download,
yes.

Q Direct ability from where?

A From the station.

Q Do you know whether that ability
included the ability to purchase entire CDs?

A Idon'tbelieve so. I think this
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that webcasting is promotional in terrestrial
radio. Do you see that?

A Ido.

Q Okay. Among the differences that
you were referring to you include the fact
that terrestrial radio have disc jockeys that
promote or select particular music. Correct?

A That would be one factor, yes.

Q Andin addition, it's your opinion
or your view that the listening experience of
webcasting is closer to CD listening than the
listening experience of terrestrial radio.
Correct?

A Yes, closer and more likely to be
a substitute.

Q Nowon-- Let's see. You then
discuss buy buttons, I believe, on page 19 and
I'll be brief lest I cover ground that Mr.
Steinthal has covered. You would agree, would
you not, that the buy button is not the only
way that a webcast listener can buy a
recording. Correct?
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was the data on individual tracks. So to the
best of my recollection, it would be tracks,
not CDs.

Q Soif a consumer wanted a CD, they |
had to go somewhere else. Correct?

A That's correct.

Q Now do you know when this buy
button or this facility or this ability that
you've testified to purchase tracts was first
made available by Bonneville?

A No, I do not. 35

Q Do you know how the time when it §
was made available relates to the four weeks |
in October of 20057

A Idonot recall.

Q Did you review Mr. Coryell's
testimony about these particular data?

A Tdid.

Q Do you recall him saying that this
was a new feature of those two websites?

A Ido not recall that specifically
but it was available in October 2005
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1 Q Did youreview the transcript of 1 equivalents during 2005?
2 this oral testimony? 2 A T'd have to go back and check
3 A Ibelieve Idid, but I don't 3 that. AsIsaid, it was higher. I also think
4  recall. 4 that in terms of judging the absolute number
5 Q Let me ask you to turn to page 22 5 of CDs probably what's a better measure isto  §
6 please. In the second full paragraph I 6 compare those to the responses of the average ||
7 believe you say that the average consumerin | 7 customer. So itis larger. The exact :
8 the U.S. who is older than 10 buys only about | 8 magnitude I can't say for sure.
9 three CDs a year. Is that your testimony? 9 Q Asyousit here, you don't _

10 A Yes. 10 remember how many people subscribers to

11 Q And you derive that number by 11 digital music services costing $4.99 or more

12 looking at RIAA data for the total number of |12 in the NPD study bought in 2005?

13 CDs sold in 2005 and dividing it by the U.S. |13 A How many CDs they bought?

14 population? 14 Q How many CDs?

15 A Above the age of 10, yes. 15 A Idonotrecall at all.

16 Q Now in the last sentence you say 16 (Off the record comments.)

17 "if the average consumer buys only three CDs | 17 MR. JOSEPH: Let me see if I can :

18 ayear an assumption that interactive services |18 refresh your recollection here with a document |

19 substitute for two is highly conservative 19 that was produced by Sound Exchange.

20 since it represents a very high percentage of |20 (Whereupon, the document

21 total CD purchases." Are you in that sentence | 21 referred to was marked

22 attempting to relate the number 2 to the 3.2 22 as Services Rebuttal _

Page 219 Page 221 |

1 CDs you derived from the RIAA population data? | 1 Exhibit No. 28 for
2 A Yes. 2 identification.)
3 Q In making that statement, did you 3 BY MR. JOSEPH:
4 perform any analysis to confirm that the 4 Q Dr. Pelcovits, I've handed you a
5 average number of CDs purchased by the 5 document that was produced to us by Sound
6 population that subscribes to interactive 6 Exchange with Bates numbers SXREB 003149 that |
7 webcasting services would be the same as the 7 has been marked as Services Rebuttal Exhibit
8 average of the population as a whole but for 8 28. Is this data that you -- Well, let me ask
9 their subscription to interactive services? 9 you to tell me what this is actually.

10 A Well, there is certainly 10 A Okay. This does come from my

11 information on that in the NPD data and based 11 firm. It's dated that we prepared it and it

12 on that, there seems to be relatively 12 looks at as it says here customers who

13 comparable not a significant different in CD 13 subscribe to a digital music service and say

14 purchases across the population as a whole and 14 they pay $4.99 or more and this would be -- my

15 customers of webcast services. I don't recall 15 expectation is that these would be customers

16 the exact relationship, but it was not a very 16 of on-demand, interactive services and this

17 large difference. 17 gives the purchases or the customers' reports

18 Q Interesting that you mention the 18 on the purchases of CDs and other forms of

19 NPD data. In fact, according to the NPD data 19 recorded music in two different periods,

20 that you rely on, didn't subscribers to 20 essentially 2005 and 2004.

21 digital music services costing more than $4.99 21 Q And are the numbers in the column

marked "Weighted Average Annual Number of
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Page 224 g

1 Albums Purchased by an Individual" the number Q Okay. Now on pages 23 and 24 of

2 of either CDs or the equivalent of CDs based your testimony, you discuss -- Let me just

3 on downloads that were purchased by the see. Actually it's on pages 22 and 23 that

4 individual? you discuss some data you receive from a
5 A Yes. I'would say that the Liebowitz study on CD purchases. Do you see |
6 individual self identified as what is that?
7 purchased as work. That's correct. A Yes, Ido see that.

8 Q And by the way, it's true, is it Q Now the data you relied on didn't

9 not, that Group F which is this group that's differentiate subscribers to interactive

=
o

being reflected here was defined by NPD as
individuals who said they subscribed or
listened to a digital music service or that

they or someone in their household paid more
than or equal to $4.99 a month for that
service? Correct?

webcasting services from other individuals,
did it?

A It did not and that's why I
carried out the exercise I did to try to see
how sensitive the CD purchases would be to
different variables.

e el
U W N

16 A That's correct. Q Now in fact the Liebowitz data
17 Q And that's what you took to be an didn't give you data on individuals at all.
18 interactive digital music service. Correct? It gave you data on city aggregates. Right?

I I R e e e e e
NPRP OW®O-TAUEdWNROYW®TIOU&WNDE

19 A That's correct. A That's correct.

20 Q And by the way, the NPD study Q Did you analyze the data to

21 showed that the average individual in the determine the amount of music purchased by
22 population purchased an average of almost six those who subscribe to interactive webcasting

Page 223 Page 225

1 CDs or CD equivalent in 2005, didn't it? 1 services?
2 A The average across its whole 2 A 1did not do that directly because
3 population, I believe that's correct, yes. 3 it did not have information on subscribers to
4 Q Yes. 4 music services.
5 A And I think it indicates people 5 Q AndDr. Liebowitz had as his goal
6 tend to overestimate how many CDs they buy. | 6 in the paper that you took this data -- Or the
7 But that does not detract from the utility of 7  paper that he was working with these data of
8 looking at something like that to look at 8 assessing the substitutional effect of file
9 changes or relative purchases. So I think 9 sharing on record sales, didn't he?
10 it's fair to say that based on these numbers 10 A  Yes, that's correct.
11 subscribers to interactive music services, I 11 Q And in assessing the
12 would say probably buy twice as many CDs as | 12 substitutional effect of file sharing, Dr.
13 the average person in the population. At 13 Liebowitz used internet access as a proxy for
14 least that's what I draw looking at the paper 14 file sharing, didn't he?
15 right now. 15 A Yes.
16 Q And you have your doubts aboutthe |16 Q Soin fact the people with
17 accuracy of the numbers reported by 17 broadband access that analyzed were precisely
18 individuals when they are self reporting CD 18 the people that Dr. Liebowitz had theorized
19 purchases. 19 would engage in the most substitutional file
20 A Thave some doubts whether they 20 sharing. Correct?
accurately estimate how many they bought, the | 21 A Well, that's the test that he was
22 trying to perform to see to what extent
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Page 228§

from NPD they were not willing to provide what
they viewed as their proprietary methods.

1 greater internet access, greater penetration 1 Q In fact, you didn't review any of
2 of internet access, would be correlated with 2 NPD work papers or individual respondent
3 declines in CD purchases. 3 responses, did you?
4 Q And given Mr. Liebowitz's data, 4 A Yes, if we say work papers meaning |
5 did you do anything to remove the effect of 5 something that takes the raw responses and |
6 file sharing from your analysis? 6 derives the study results. I did not see
7 A Well, he did not have, as I said, 7 that. They were not willing to provide me
8 file sharing directly in the study. So, no, 8 anything beyond the cross tab results that
9 1could not do that. 9 T've talked about earlier.
10 Q Did you -- Now on page 25, Dr. 10 Q And you didn't receive any data
11 Pelcovits, you begin your discussion of the 11 from which you could analyze the amount of |
12 data you received from NPD. Correct? 12 time spent listening to different kinds of
13 A Yes. 13 music services, did you?
14 Q Now that survey that generated the 14 A That's correct. I don't believe
15 data wasn't designed by NPD to compare music {15 that was part of any of the questions in the
16 purchased by your benchmark market with music| 16 survey.
17 purchased by your target market, was it? 17 Q Now in the first full paragraph,
18 A That's correct. It was not 18 second sentence of page 26, you say that the |
19 designed. I was not involved in the design of 19 first group that you looked at consisted of |
20 the study and there was a broader purpose than |20 subscribers to digital music services who
21 theuse I putit to. 21 claimed they are paying more than $4.99 a
22 Q Did you review the methodology 22 month for the service. Correct?
Page 227 Page 229{
1 used by NPD to weight the data? 1 A Yes.
2 A No, Idid not. 2 Q And you assume they were the
3 Q Do you know whether NPD weighted 3 interactive service subscribers.
4 the data to approximate the U.S. population of 4 A Yes.
5 large or -- Well, first of all, do you know 5 Q ButI think as we've discussed the ,
6 whether NPD weighted the data? 6 survey didn't ask whether anyone subscribed to §
7 A Yes, they weighted the raw 7 interactive webcasting, did it?
8 responses to account for the fact that the 8 A They asked do you subscribe to a
9 respondents might not be representative of the 9 digital music service and then they gave a
10 population as a whole, so they, which is a 10 couple examples, but they did not define it as
11 very traditional approach, so they weighted 11 interactive as opposed to non-interactive.
12 those to try to build up and come up with an 12 Q AndIbelieve you testified on
13 estimate that would be more representative of 13 direct that you excluded from the group of
14 the population as a whole rather than the 14 subscribers those who said they paid less than |
15 actual respondents to the questionnaire. 15 $4.99 because they might have subscribed toa |
16 Q Do you have anything in writing 16 non-interactive service. Correct? |
17 that describes the methodology used by NPDto |17 A Correct.
18 weight the data? 18 Q But you included the subscribers
19 A Ido not have that and I can say 19 to an interactive service those who subscribed
20 that in my request for additional information 20 to some form of service but who didn't know
21
22

service, didn't you?

how much they paid for their digital music

(Pages 226 to 229)

58

c8aach82-bd64-4d87-8a03-e974130a527¢





Page 230

Page 2325

BY MR. JOSEPH:

1 A Idid. 1 Q I've just handed Services Rebuttal
2 Q So the group could have included 2 Exhibit 29, Dr. Pelcovits. This is your work
3 individuals who weren't subscribing to 3 paper comparable to Services Rebuttal Exhibit |
4 interactive services. Correct? 4 28, but this includes the groups A and B which §
5 A Ttcould have. I discussed this 5 are the groups you actually did analyze.
6 with NPD in terms of looking at this as well 6 Correct?
7 as looking at just those that said they paid 7 A It's the -- That's correct. These
8 more than $4.99 and they recommended 8 are the groups that I presented in the
9 presenting it this way although I also looked 9 testimony.
10 atit the other way and that is even sort of 10 Q And those group had between them
11 a stronger result. 11 109 who had subscribed for a year or less and
12 Q You didn't present it the other 12 83 which subscribed for more than a year.
13 way. Correct? 13 Correct?
14 A Notin the testimony. Idid as 14 A That's correct.
15 you see in the work papers which I providedon |15 Q And I take it that if you subtract
16 discovery. Idid provide the results for 16 the 100, I'm sorry, the 138 individuals in
17 what's called your Subgroup F. 17 Group F from the 192 individuals in Groups A |
18 Q And in fact Subgroup F only had 77 18 and B you would come up with a number who |
19 individuals who said that they had subscribed |19 didn't know how much they paid for their
20 within the last year. Correct? 20 subscription. Correct?
21 A That's correct. 21 A Yes, that's correct.
22 Q And 61 who said they had 22 Q Now it's also true in your
Page 231 Page 233
1 subscribed more than a year ago. Correct? 1 analysis of those who subscribed, who you
2 A That's correct. 2 construed as having subscribed to interactive §
3 Q And -- Well we'll come back to 3 services in Groups A and B, that you included |
4 that actually. Now the number of individuals 4 people who also listened to free webcasting. |
5 you analyzed which included those who said 5 Correct?
6 they paid more than $4.99 and those who didn't | 6 A TI'msorry. I missed the question.
7 know was a total of 192 individuals for the 7 Q It's true, is it not, that your
8 so-called interactive services. Is that 8 population of people that you deemed the
9 correct? 9 subscribers to interactive music services that |
10 A Idon't recall the exact number. 10 you analyzed as parts of Groups A and B also |
11 That seems about right. 11 included or included individuals who listened [
12 Q Andis it right that about 109 had 12 to free over-the-air webcasting? Correct?
13 been listening for a year or less and 83 had 13 A Yes, listened to in that case both
14 been listening for a year or more? 14 the digital music paid for services as well as
15 A That sounds about right. 15 free webcasting, yes. That's why there are
16 MR. JOSEPH: Why don't we do 3145. |16 two groups here, A & B.
17 (Whereupon, the document 17 Q And in fact, Group B is the group
18 referred to was marked 18 of people who listened to the subscription
19 as Services Rebuttal 19 service costing either $4.99 or more or some |
20 Exhibit No. 29 for 20 unknown number and also to free webcasting. §
21 identification.) 21 Correct?

A Thadn't
59
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Page 234 Page 236§
1 recall whether it was A or B, but I'll take 1 we have these groups right. Group A did
2 your word that it's B. 2 listen to what you called the digital music
3 Q You don't have to take my word for 3 service but did not listen to free webcasting.
4 it, sir. 4  Correct?
5 A Okay. 5 A Yes, that's what's in the printout
6 Q Look at your document down where 6 here. Iassume that's correct. Yes. So A is
7 it says in the notes, the fifth line of the 7 did not.
8 notes, where it says "Group A is defined..." 8 Q Didnot.
9 and the seventh line "Group B is defined..." 9 A Did not.
10 A Thank you. 10 Q AndBisdid.
11 Q Were those statements accurate 11 A Did.
12 descriptions of the group? 12 Q Okay. The total population of
13 A Yes. Absolutely. 13 Group A was 60 individuals. Correct?
14 Q So Group A was those who "listened |14 A Idon'trecall the number.
15 or subscripted to a digital music service and 15 (Whereupon, the document
16 someone paid more than $4.99 a month or they | 1 6 referred to was marked
17 didn't know how much they paid and they 17 as Services Rebuttal
18 subscribed or listened," I'm sorry, "and they 18 Exhibit No. 30 for
19 listened to a music stream from a free website |19 identification.)
20 during the past 12 months." Correct? 20 BY MR. JOSEPH:
21 A Yes. 21 Q Dr. Pelcovits, I've handed you
22 Q That's Group A. And Group B 22 Services Rebuttal Exhibit 30 which I will
Page 235 Page 23
1 "didn't listen to music stream from the free 1 represent to you was produced by Sound
2 website." Correct? 2 Exchange and I'm just going to ask if looking
3 A No, Group B is they did listen to 3 at this document refreshes your recollection
4 music from a free website. 4  about the total population in Group A.
5 Q TI'msorry. 5 A Yes, it does.
6 A Group A they didn't listen to 6 Q And that total population is 60.
7 music from a free website. 7  Correct?
8 Q Thank you, sir. I had that 8 A Yes, that's correct.
9 backwards. It was not intended as a trick 9 Q Andif you look down on the left
10 question. Did you anything to control for the |10 column, it's true, is it not, that of those 60
11 effect of listening to music on free 11 only 24 individuals starting listening within
12 webcasting in the group that you used as 12 the last year? Is that correct?
13 subscribers to an interactive service? 13 A That's correct. That would be
14 A 1did not have -- No, I did not do 14 totalingup9,8and 7. Yes.
15 that although again looking at A and B 15 Q Now it's true, is it not, that NPD
16 separately if I recollect there was no big 16 told you that when they were analyzing data
17 difference between the two. 17 from this survey they looked for groups with
18 Q In fact, the total number of 18 atleast 200 people in them and they said you |
19 people in Group A, those who listened to 19 should approach below that level with caution? |
20 subscription services, a digital music service |20 Correct?
21 but didn't listen to music stream from a free |21 A Yes, that's what they said to me.
22 --Let me before I ask that question make sure We had quite a few discussions about that
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Page 238

“issue.

Q And in fact, they told you that
before comparing groups with counts below 200
individuals you should use a T-test or some
other statistical method. Correct?

A They did say that along with in
general saying taking point estimates from a
smaller group was problematic. But we did
discuss this at length and in terms of getting
a general comparison where the groups are
smaller to see whether effects are different
from one group to another, they believe that
what I was doing was reasonable even though
the groups were less than 200.

(Whereupon, the document
referred to was marked
as Services Rebuttal
Exhibit No. 31 for
identification.)

BY MR. JOSEPH:

Q Let me show you a document
previously marked for identification for your
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Page 240

A In a statistical estimate, yes.

Q And neither you nor NPD performed
a T-test on the results that you report in
your testimony, did you?

A 1did not because I did not have
the raw data. They would not even though I
asked that they perform such tests.

Q So you weren't able to derive any
confidence ranges in connection with the data ||
you report from the NPD study, were you? |

A Not from a statistically
meaningful standpoint, that's correct. I
could not derive a T-test or a confidence
interval.

Q Infact you didn't perform any
statistical analysis of the data, did you?

A 1did not perform any formal
statistical analysis. That does not in my
opinion preclude using the data from the
survey and making certain judgments based on |
the data.

Q And you did not --
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Page 239

deposition as Rebuttal Deposition Exhibit 3.
Dr. Pelcovits, do you recognize this document?

A Ido.

Q This was an email sent to you by
NPD. Correct?

A Yes, that's an email we provided
in discovery.

Q And in the last of three bullets
it tells you that they typically look for at
least a 200 raw base count and counts below
that level should be used directionally and
with some degree of caution. Correct?

A Yes.

Q  And for comparing groups which is
what you've described, they say "utilizing a
T-test would provide a confidence range for
the observed differences between the various
groups.” Correct?

A That's correct.

Q Now a T-test is a statistical
measure of the significance or confidence in
the statistic. Correct?

oo rrPrRrRrPr R R P
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Page 241 [

JUDGE ROBERTS: Dr. Pelcovits, why §
wouldn't they perform that kind of analysis?
THE WITNESS: I believe they were
very reluctant to get into a situation where
what they believed were their survey
techniques and statistical techniques would
end up getting revealed publicly. They regard
this as sort of a very significant trade
secret of theirs and they felt that if they
were to do these tests and essentially get
their methodology dragged into the proceeding
as I think the way they put it, they thought
this could expose them to that risk.
JUDGE ROBERTS: Thank you.
CROSS EXAMINATION (Cont'd.)
BY MR. JOSEPH:
Q You didn't perform any
quantitative measure of the variability of the
data or the samples responses, did you?
A 1did not perform any statistical
tests but I had the responses that we see in
the exhibit that you just showed me, Services
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Page 24

“Rebuttal Exhibit 30 and I was able to just 1 with respect to the subscribers and it's true,

generally get a feel for and an understanding 2 isit not, that Group A is defined as

of the data and I was able to see whether 3 individuals who said they subscribed or

there was any evidence that was contrary to 4 listened and they or someone in their

the conclusion that I was trying to draw. 5 household paid more than $4.99 a month.
Q Youdidn't perform any 6 Correct?

quantitative measure of the variability of the 7 A That's correct, but I would have

data, did you? 8 to go back to the questionnaire to see exactly
A That's correct. I did not have how that was established.

the information necessary to do that. 10 Q Asyousit here, you don't recall.
Q Now let me ask you to turn please 11 A Idon'trecall.

to page 26 of your written rebuttal testimony. |12 MR. JOSEPH: Why don't we show you
Actually, you're already there and yousayin |13 the questionnaire? Exhibit 6. I'm sorry. "

the last paragraph that "neither listening to 14 That was Deposition Exhibit 6, Your Honor.
music stream from a free website nor 15 Lest there be confusion in the record, we'll
subscribing to an interactive music service 16 have a formal rebuttal exhibit number.

had an effect on the purchases of recorded 17 (Whereupon, the document

music.”" Do you see that? 18 referred to was marked
A Yes, I followed that up. It does 19 as Services Rebuttal
have an effect, but I say the effect is not 20 Exhibit No. 32 for

significant enough to undermine my sensitivity | 21 identification.)

BY MR. JOSEPH:
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Page 243

Page 2455

1 Q And you spoke in the last sentence 1 Q Now I've just handed you, Dr.
2 of new subscribers to the digital music 2 Pelcovits, Services Rebuttal Exhibit 32. Do
3 service. Correct? I'm sorry. The next to 3 you recognize that?
4 the last sentence. 4 A Ido. Ibelieve that the
5 A Tmsorry. The next -- New 5 questionnaire used by NPD.
6 subscribers, yes. That's referring to the 6 Q Andit's true, is it not, that it
7 subscribers during 2005. 7 asked in Question 2 whether you subscribed or
8 Q You define those as individuals 8 listened to a digital music service? Correct?
9 who had listened or subscribed for under a 9 A T'msorry. Could you repeat that?
10 year. Correct? 10 Q It asks in the second question
11 A Yes, I believe the question they 11 whether the respondent had subscribed or
12 respond to is how long ago did you subscribe |12 listened to a digital music service. Correct?
13 to the music service. 13 A It asks it in that question but
14 Q Well, actually, the data didn't 14 then there are other questions where it just
15 (differentiate between the subscriber and 15 asked about where you subscribe to the service
16 somebody who listened, did it? 16 and I know there was some back and forth on
17 A Ibelieve that what they provided 17 this issue with them because when they gave me |
18 me with is those that listen and subscribe, 18 the results for the population as a whole, it
19 but the question is how long have you 19 seemed to indicate a larger number of
20 subscribed. 20 respondents who were using a digital music

21 Q Why don't you take a look back at 21 service than were in Groups A and B and I
ibit 29 where G: A and B are defined | 22 asked th hy th d th id
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Page 248

indicated that they subscribed si to lve

osxiozons

1 because there were some customers who said | 1 months prior to the survey. Correct?
2 they listened to it but don't subscribe to it 2 A Actually it's seven to twelve
3 and they excluded those. So that's the source | 3 months, but, yes, that's correct.
4  of some confusion here but certainly in terms | 4 Q Okay. In fact, isn't it true that
5 of differentiating what I would considertobe | 5 as of the 109 people that you counted as new
6 the newer from the older customers that's 6 subscribers 74 had subscribed within the prior
7 based on a response to the question at the 7  six months, in other words, the last half of
8 bottom of the first page here whichis "When | 8 2005?
9 was the first time that you..." and then if 9 A Twould have to check that but it
10 you turn to the next page, the third question 10 sounds in the right range.
11 would be "subscribed to a digital music 11 Q Ifit would assist, would it
12 service" and the same thing "streamed music |12 refresh your recollection or assist you if you
13 from a free website." That's clearly not a 13 look at the third page of Services Rebuttal
14 subscription issue. So that's why I'm trying 14 Exhibit 30 on Bates page 3109? Could you not [
15 to make sure we're not getting the wrong 15 getit by looking, if you see on that page the
16 impression about these respondents. 16 second time 212 shows up on the raw base?
17 Q Isit your understanding that the 17 A Yes,Ido.
18 data only included the actual subscribers or 18 Q Isit your understanding that the
19 are you unsure whether the data included also | 19 way these spreadsheet worked, and
20 people who listened but weren't the actual 20 unfortunately they were produced in a
21 subscribers? 21 difficult form to use, that that number would
22 A I'mpretty sure it includes just 22 represent, would be comparable, on the first ‘
Page 247 Page 249?
1 the subscribers. 1 page of the exhibit to total subscribers to a
2 Q Inany event you describe the new 2 digital music service whereas the first page
3 subscribers as with respect to the interactive | 3 deals with Group A, the second page deals with |
4 services with respect to what you called the 4 Groups A and B?
5 digital music services as those who had 5 A Yes, that's the way the
6 listened for under a year. Correct? 6 spreadsheet would run.
7 A For those who answered the 7 Q So that the first two numbers, the
8 question "When was the first time you 8 32, would be those who had subscribed within
9 subscribed to a digital music service" is 9 the past three months and the 42 would be
10 those who for the first time subscribed within | 10 those who had subscribed within three to six
11 the previous 12 months, right. 11 months. Correct?
12 Q And it included those who had 12 A Correct.
13 subscribed or indicated that they subscribed |13 Q So 74 had subscribed within the
14 within zero to three months prior to the 14 prior six months. Correct?
15 survey. Correct? 15 A Yes.
16 A That's correct. 16 Q So your count of CD purchases by
17 Q Anditincluded those who 17 what you refer to as new subscribers included
18 indicated they subscribed three to six months | 18 at least six months and possibly for some as
19 prior to the survey. Correct? 19 many as almost 12 months when those 74
20 A That's correct. 20 individuals were not subscribers. Correct?
21 Q And it included those who 21 A Yes, they include a period of time
22 22 when they are not subscribers. Yes
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Page 252§

1 Q And atleast for those 74 that 1 A That's also correct.
2 period of time was at least half the year and 2 Q And at least with respect to the
3 likely more. Correct? 3 38 who had been subscribers for more than two
4 A That's correct. 4 years, during both 2004 and 2005, they were
5 Q And even the remaining group that 5 subscribers to digital music services.
6 you considered new subscribers, the 35 who 6 Correct?
7 said they subscribed between seven and twelve | 7 A Yes, but that's -- If we go back
8 months ago, could have subscribed at any time | 8 to my testimony, that's not what I was trying
9 during the first six months of the period. 9 totest. I was trying to see whether there
10 Correct? 10 was atrend over time of subscribers to the
11 A That's correct. 11 services of buying fewer CDs.
12 Q Now your group of those who had 12 Q  Sir, I just asked a simple
13 subscribed for one year or more included 13 question. Had they been subscribers during
14 individuals who had subscribed for two years |14 2004 and 2005 and the answer is yes. Right?
15 or more. Correct? 15 A The answer is yes for those
16 A That's correct. 16 customers.
17 Q And in fact in the group you 17 Q Now let's talk about the group
18 described as subscribers who interacted 18 that listened to free webcasting. Do you
19 digital music services, Groups A and B, you |19 recall that there was a total of 423 who
20 identified 38 as having subscribed for ayear |20 started listening within the past year?
21 or more. Right? 21 A Idon't recall the exact number,
22 A Which group are we talking about? 22 no.
Page 251 Page 253 |
1 Q AandB. 1 Q Why don't we see if there are
2 A AandB. 2 other pages from the spreadsheet that will
3 Q Your group of interactive digital 3 refresh your recollection.
4 music subscribers. 4 CHIEF JUDGE SLEDGE: While you're
5 A AndI'm trying to recall the 5 marking those, we'll recess another five "
6 number here you're saying of the greater than | 6 minutes. Off the record.
7 avyear ago is for A and B, I believe, is 83. 7 (Whereupon, at 4:24 p.m., the
8 Q That's correct. 8 above-entitled matter recessed and reconvened
9 A Okay. Ithought you just said -- 9 at4:31 pm.)
10 Q Wasit 83, sir? 10 CHIEF JUDGE SLEDGE: On the
11 A Yes, I think you just said a 11 record.
12 different number. 12 MR. JOSEPH: Thank you, Your
13 Q Well, at least of those 83, 38 had 13 Honor. Ibelieve the last question had been
14 subscribed for more than two years. Correct? {14 how many of the group listening to free
15 A Tcould check that in a minute. 15 webcasting had started within the last year.
16 Q You're welcome to. 16 Well, let me --
17 A Okay. That's correct. 17 CHIEF JUDGE SLEDGE: Yes.
18 Q So that only 45 listeners had 18 MR. JOSEPH: We're missing an
19 subscribed during 2004. Correct? 19 essential participant.
20 A That's correct. 20 PARTICIPANT: I apologize.
21 CHIEF JUDGE SLEDGE: We're beyond |

Q And you don't know when in 2004
i ? 22

t
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PARTICIPANT: TI'll go sit over 1

there. 2
(Off the record comments.) 3
CHIEF JUDGE SLEDGE: Let's 4
proceed, Mr. Joseph. 5
(Off the record comments.) 6

MR. JOSEPH: Let me hand out this 7
exhibit. 8
(Whereupon, the document 9

referred to was marked 10

as Services Rebuttal 11

Exhibit No. 33 for 12
identification.) 13

By MR. JOSEPH: 14

Q Dr. Pelcovits, do you recall that 15
Group C was the group defined as the group |16
that listened to free webcasting? 17
A That's correct. It's defined as 18
those who listened to free webcasting and did |19
not subscribe to a digital music service. 20
Q Now looking at page 3114, I'm 21
sorry. I've handed just for the record 22

Page 256 f

within the six months before the survey was
taken?

A Correct. Sum of 217 and 102.
Correct.

Q And that would be 319 out of the
total that you defined as new listeners of
423. Correct? It would be 319 plus 104.

A  Excuse me. Yes, that's correct.

Q And so there were only 104
listeners to music from a free website that
you were confident listened for at least six
months to music from free websites in 2005.
Correct?

A That's correct. Only 104 that had
listened to it for six months or longer, yes.

Q And for the other 319, for more
than half of the time in 2005, they were not
listening to music from a free website.
Correct?

A Correct.

Q And even with respect to those 104
listeners, you don't know for how long in 2005 |{

O ~Jon b W

Page 255

Services Rebuttal Exhibit 33 which also
consists of pages from the spreadsheet
relating to Group C produced by Sound
Exchange. Is this a document that you
recognize?

A Yes, this would be comparable for
what we went through before for Group A and A
and B combined.

Q And with respect to Group C to
determine how long a respondent to the survey
had streamed music from a free website you
would look at the last cluster on numbers on
page 3114, correct, starting of the 1152 which
is the base of stream from a free website?

A Yes.

Q And so your population for the
last that subscribed during 2005 would be the
sum of 217, 102 and 104. Correct?

A Yes.

Q And it's true, is it not, that
those numbers mean that 319 of those listeners
started streaming music from a free website
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or for what part of 2005 they were listening
to music from a free website. Correct?

A Other than that it was more than
six months.

Q  Or that they started more than six
months before the taking of the survey.
Correct?

A Tdon't know if we're disagreeing
here or what. They had, these subscribers
had, been subscribers for at least six months.
I guess -- Are we saying the same thing?

Q Well, these aren't identified as -

A Yes. You're absolutely right.
I'm sorry for the confusion. That's correct.
They had been screening for somewhere between |
seven and twelve months. "

Q All we know was that at least
according to the questionnaire if you refer
back to Rebuttal Exhibit 32 that the first
time they started listening to music from a
free website was between seven and twelve

(Pages 254 to 257)
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“months before the survey was taken. Correct?

A Yes.

Q Now with reference to Exhibit 33,
would you agree that there were 604 people who
started listening to music from free websites
at least a year before the survey was taken?

A Maybe I'm not getting the question
right. These are those that would have
subscribed or listened --

Q Started listening more than a year
before the survey was taken.

A More than a year. So that would
be anyone other than the first three groups
here.

Q Not counting the last group which
was don't know. Correct?

A Right. So it would be sum of 182,
171, 158 and 93 and --

Q Okay. You can add them if you'd
like.

A No, that's fine.

Q The record will reflect it.

L RNE b vogoue wn kR
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MR. JOSEPH: Thirty-two, the
questionnaire.
MR. HANDZO: No objection.
CHIEF JUDGE SLEDGE: Without
objection, Exhibit 32 is admitted.
(The document referred
to having been
previously marked for
identification as
Services Rebuttal
Exhibit No. 32, was
received in evidence.)
By MR. JOSEPH:

Q Now I believe earlier on direct
when you were talking about how you knew
streamed music from a free website meant a
non-interactive service that is of the kind at
issue in this proceeding, I believe you said
that a powerful reason was the list of ,
examples given after the words "streamed music
from a free website." Do you remember
testifying to that effect?

Hooagouws wne
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A What was the number you gave me?
I can accept that.

Q [Isaid 604.

A That looks right.

Q And of those 604, all but 182 had
been listening, who had started listening to
free websites more than two years before the
survey was taken. Correct?

A That's correct.

Q And with respect to the 182 that
started between one and two years ago, you
don't know when during that one year period
they actually started. Correct?

A That's correct.

Q Now let me ask you to turn back to
Services Rebuttal Exhibit 32 which is the
questionnaire. Have it?

A Thaveit. Thanks.

MR. JOSEPH: Your Honor, at this
time I would like to offer Services Rebuttal
Exhibit 32.

(’
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A Ido.

Q Why was that a powerful reason?

A It was at least in my view a way
of trying to understand what the customer was |
responding to, I'm sorry, what the respondent |
was saying yes to and the fact that some of
these examples are given and these are to the
extent they are free would be compliant
services that this is good evidence of that.

Q You would expect the respondents |
to the survey to understand the meaning of the
survey in light of the examples given,
wouldn't you?

A It would help give meaning to the
questions, yes.

Q Infact, you thought it would give
powerful help in interpreting the questions.
Correct.

A Tbelieve it does.

Q Now it's true, is it not, that
nothing on this survey expressly asks about

(Pages 258 to 261)
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~transmissions? Isn't it?

A That's correct.

Q Andin fact, the examples that
provide a powerful indication of the meaning
of streamed music from a free website don't
include radio station simulcast, do they?

A That's correct. They do not
include simulcast radio stations.

9 Q So aperson taking this survey

O ~Joy Uk WK
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months before the last 12 months were rotated
or where they always presented in the order
shown here?

A Tbelieve this is the order they
were asked in and my basis for that is where
they alter the order they seem to indicate
that. For example on the second page there's
an indication of a randomized which would
imply that they randomized what order they

the last 12 months and purchases in the 12

10 would have to decide for themselves whether asked those questions.
11 streamed music from a free website included Q So the person to your
12 listening to a radio station simulcast. understanding was always asked what they
13 Correct? purchased in the last 12 months, in other »
14 A Correct. words, 2005 before they were asked what they §
15 Q Did you do any analysis of how purchased in 2004. Correct?
16 persons taking the survey treated radio A That's correct.
17 station simulcasts? Q Now do you have an understanding
18 A TIhad no information on that and of what determined outlier means?
19 conducted no analysis on that. A A general understanding of what it
20 Q In addition another item on the means, yes.
21 list was listen to terrestrial radio. Do you 21 Q And what's your general
22 see that? 22 understanding of what it means?
Page 263 Page 265
1 A Yes. 1 A Well, my familiarity would be
2 Q And in preparing your testimony, 2 mostly that in econometrics if you are an
3 you didn't perform any analysis of the 3 analysis of data and you have a pool of data
4 response "listen to terrestrial radio," did 4 and you're trying to understand what explained [
5 you? 5 the data if there is some data that seems very |
6 A 1did not. 6 far off the mark and can't be explained in
7 Q Now to get the numbers of 7 other ways, there might be reason to believe
8 purchases that you reported or that you used 8 it essentially should be removed or not really
9 from this survey, the respondent had to give 9 explainable through the regression.
10 an answer in December 2005, first of all, how |10 Q Do you have an understanding of
11 much they bought in 2005. Correct? 11 the term in the context of surveys?
12 A That's correct. 12 A TI've not seen the term used in
13 Q And then they had to give an 13 surveys, no.
14 answer for how many they boughtinthe 12 |14 Q You've not seen it with reference
15 months before 2005. Correct? 15 to arespondent that gives an answer that
16 A That's correct. 16 significantly deviates from the main?
17 Q And all of those answers were 17 A T've not seen that and I don't
18 given in December of 2005. Correct? 18 know specifically how NPD would handle what |
19 A That's correct. 19 might appear to be an outlier. It's obviously
20 Q By the way, do you happen to know |20 something that they I would expect would pay
21 whether the questions relating to purchases in |21 attention to in the course of conducting their
22

N
N

analysis
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Q And especially where the sample is
small, is it not true that an outlier will
increase the variability of the survey and
decrease the confidence that you have in the
survey?

A Everything else being equal, yes.

JUDGE WISNIEWSKI: What type of
distribution, Mr. Joseph?

MR. JOSEPH: My question wasn't
dependent on a type of distribution, Your
Honor.

JUDGE WISNIEWSKI: It wasn't.
Okay.

By MR. JOSEPH:

Q Now, Dr. Pelcovits, did you do
anything to adjust the data that you were
given from NPD for outliers or apparent
outliers?

A Idid not.

Q Let's look at your data for Group
A for a second which is Services Rebuttal
Exhibit 30. Do you see there on about halfway
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somebody who bought fewer than 29 or 25 CDs. |

A Again, I don't have the raw data. 5
I have what they report based on their
techniques that they use in the normal course
of their business and this is the data they
gave me and this is what I relied on.

Q And do you see another individual
who said that he or she purchased 25.9 CDs in
20057

A Yes, 1do.

Q By the way, did you notice that
the person who said he or she bought 25 CDs in |
2005 also said he or she bought exactly 25 CDs
in 2004? You won't find it on these sheets.

A But that would not surprise me.

No.

Q Do you remember noticing that?

A Idon'trecall that, no.

Q Do you remember noticing the
person who he or she bought 25.9 CDs in 2005
also said he or she bought exactly 25.9 CDs in
2004?

O R R e e e
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down the first page under "Bought music three
to five years ago," a single individual who
reported 25 CD purchases in 20057

A Yes.

Q And do you see another on the next
page who reported purchasing 25.9 CDs in 2005?

A Yes, I see that.

Q How do you get 25.9 in what should
be average number of full length CDs for a
single purchasers?

A Iwould assume that's a reflection
of some of the weighting that they do. So
there might have been a respondent and because
that respondent was less than fully
representative of something in the population
that that's the adjustment that takes place.
But I don't know how they calculated these.

Q Sure. You don't know where that
number came from.

A Idon't know exactly how they came
up with it, no.
Q Soit's possible that it was
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A Tdon't recall that.
Q Would you have looked for
something like that?

A Not necessarily, no. I was given
this data by NPD. There was a limited amount
of analysis I could do with it. That's what
I did. That's what I provided. I looked at
the data in different possible groupings to
see whether there was any tendency in the data §
here that I was overlooking and did not find |
that to be the case. In other words, the
results I report are the basic story told by
the data. They are not something that I s_;
created and generate through some significant
adjustments or exclusion of data.
MR. JOSEPH: Let's do this one as
-- What are we up to now? Thirty-two?
PARTICIPANT: Thirty-four.
(Whereupon, the document
referred to was marked
as Services Rebuttal
Exhibit No. 34 f
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identification.)
BY MR. JOSEPH:

Q  Dr. Pelcovits, just quickly to see
if this refreshes your recollection, I've
handed you Services Rebuttal Exhibit 34 which
are pages SX REV 3099 and 3100 which purport
to be Group A material, Group A responses,
coming from the NPD spreadsheet. Is that
accurate?

A Yes.

Q Do you see that the person -- And
Exhibit 34 where you see it says "Twelve
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previous 12 months and to the extent it's very
helpful because it would seem that the

customer would answer by relating one year to
the other and to the extent that that customer

for example had substituted away from CD
purchases you would expect that same customer
would recognize that he was buying
significantly fewer CDs now than before.

MR. JOSEPH: Move to strike, Your
Honor. The question was did you do anything
to test for the possibility that the answer
would be influenced. I think that admits a

13 months prior," questions 3B and 3D, that would very simple yes or no.
14 be for answers for 2004. Correct? CHIEF JUDGE SLEDGE: I would not
15 A Correct. respond to that question with a yes or no.
16 Q And Exhibit 30 which we started Overruled or denied.
17 with reflects questions 3A and 3C, that would BY MR. JOSEPH:
18 be 2005. Correct? Q Now, Dr. Pelcovits, if you turn
19 A That's correct. back to Services Rebuttal Exhibit 32, the
20 Q And you see where you have an questionnaire, did each respondent answer with
21 individual who claimed to have, in the group respect to all of these activities, bought a
22 of 60, bought music downloads three to five commercially released CD, downloaded music
Page 271 Page 273
1 years ago. There was one such individual and 1 from a free file sharing service, bought music
2 that same individual purchased 25 full length 2 from a digital music store, subscribed or
3 CDs in 2005 and 25 full length CDs in 2006. 3 listened to a digital music service, etc.?
4  Correct? 4 A TI'msorry. Your question was did
5 A Yes. 5 each person respond to each question.
6 Q And do you see on the next page 6 Q Yessir.
7  the person who bought or owned a portable 7 A They were asked each question. I
8 digital music player for five years or longer 8 don't know what happens if a customer skips
9 and in both 2004 and 2005 purchased 25.9 CDs? | 9 over a question.
10 Correct? 10 Q But they either answer it or have
11 A Yes, Isee that. 11 the opportunity to answer each question is
12 Q Did you do anything to test the 12 your understanding.
13 accuracy of individual recall of how much 13 A That's my understanding, yes.
14 music a person purchased between 13 and 24 14 Q Did you do anything to control
15 months ago? 15 your results for the other activities that
16 A 1did not do such a test. 16 were asked about including free downloads,
17 Q Did you do anything to test for 17 purchased downloads, ownership of a portable
18 the possibility that the answer for 13 to 24 18 digital music player, listening to satellite
19 months ago would be influenced by the 19 radio?
20 immediately preceding answer? 20 A When you use the term "to control
21 A I would think that they would 21 for" what do you have in mind?
22 Q Did you perform any analysis that

indeed be affected by what they said about the
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“used the responses to those questions?

A No.
Q Dr. Pelcovits, on page 28 in the
last paragraph, you say that "evidence in the
market shows that record companies regularly
receive percentages of revenue that are a
certain percentage or even higher." It's
true, is it not, that that sentence refers
only to music videos and master tones?
Correct?
A Yes. Ibelieve you mean master
ring tones. Yes.
MR. JOSEPH: Can I have a moment,
Your Honor?
(Pause.)
MR. JOSEPH: Your Honor, I have no
further questions.
CHIEF JUDGE SLEDGE: Are there
questions from NPR?
MR. TAYLOR: No, Your Honor.
CHIEF JUDGE SLEDGE: Mr. Handzo.
MR. HANDZO: Thank you, Your
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this ring tone that includes both rights.

Q In other words, the sound
recording owners acquire the musical works
right.

A Yes. -

Q Now you were also asked some
questions by Mr. Steinthal about your ._:
testimony on page 3 that musical works can be |
viewed as an input to the sound recording sold
to consumers. Do you recall that?

A Ido.

Q And does the fact that sound
recording owners may buy the rights to the
musical works so that they can sell a bundled
product, is that relevant to your testimony
about it being an input?

A Well, it's certainly an example
where that takes place explicitly. I believe
that it's fair to characterize musical works
as an input from a more general sense of
recognizing how the services and goods are
sold in the marketplace.

o ~J oy U WM
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Honor.
REDIRECT EXAMINATION
BY MR. HANDZO:

Q  Dr. Pelcovits, when you were
questioned by Mr. Steinthal, you were asked
some questions about whether in the ring tone
markets the sound recording owners sometimes
pay the musical works fee. Do you recall
that?

A Yes.

Q And then I believe your answer was
that sometimes they do.

A That was my answer.

Q And do you know how that came
about?

A Tunderstand that came about
through agreements between the record
companies and the music publishers.

Q And what did those agreements
involve?

A They involved securing the musical
work right for purposes of being able to sell

I I e L
NFHFOWO®-LdONU D WNEROW®Too s W

Page 277}

Q And does scenario where the owners
of the sound recording purchased the musical
work right, does that have any impact on your
opinion about how this market would function
in the future if the owners of the musical
work were holding for a higher price?

A Well, it is certainly an example
of a contractual arrangement that particularly
if it were entered into at the time the sound
recording was made, it would be a way to get
around any problem of what we call "hold-up" |
where the musical work copyright holder would
prevent anything from going forward unless
they were to get the same payment as the sound [
recording copyright holder.

Q Now switching to your testimony
about NPD.

A Yes.

Q Youindicated in response to one
of Mr. Joseph's questions that in the survey
or with surveys generally you may have some
concerns about the absolute numbers of
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1 purchases that consumers report having made. | 1 results. In other words, if you break this
2 Do you recall that? 2 down within my ability to do so, you tend to
3 A Yes. 3 get the same types of results which is looking
4 Q Does that affect your view about 4  atit through one way or another way,
5 whether it's appropriate to look at those 5 breaking it down one way or another way.
6 numbers to see relative changes over time? 6 There is no evidence of any significant
7 A No and I think if I reflect back 7 difference in substitution from one group of |
8 to something I said in my direct testimony, I 8 customers who used webcasting and those that [
9 did say that I thought consumers were not 9 used digital music service.
10 particularly good at knowing or identifying 10 Q Would the same be true for example |
11 how much they bought of something. ButI 11 with looking at people who only used a digital §
12 think the reason this survey is particularly 12 music service versus people who used both the §
13 useful is because it asks the same person what |13 digital music service and a free webcasting
14 did you buy this year versus what did youbuy |14 service?
15 last year. And although the customer might 15 A TIbelieve that's true, although I
16 not get it exactly right and might in fact 16 think quite frankly it really doesn't matter
17 overstate the amount of CDs he bought in 2005 | 17 because we're looking at the effect of using
18 Ido believe that it is reasonable to think 18 digital music service and whether that or not
19 that the customer when he says I bought the 19 that leads to substitution and if there is a
20 same number in 2004 or something very close |20 substitution effect that should be taken
21 that we're seeing evidence of whether or not 21 account of in the way I did my benchmarking
22 there is an effect of something like 22 analysis, it doesn't matter whether those
Page 279 Page 281
1 webcasting or use of an on-demand music 1 customers are also using a free webcasting
2 service. 2 service.
3 Q Now you were also asked some 3 MR. HANDZO: Thank you. That's
4 questions I think about whether the results 4 all I have.
5 that you report in your testimony for 5 CHIEF JUDGE SLEDGE: Mr.
6 interactive webcasters included people who 6 Steinthal.
7 said they didn't know how much they paid. Do 7 RECROSS EXAMINATION
8 yourecall that? 8 MR. STEINTHAL: Just one thing.
9 A Yes, Ido. 9 RECROSS EXAMINATION
10 Q Did you look separately at a group 10 BY MR. STEINTHAL.:
11 of people who knew how much they paid and paid | 11 Q Just one thing, Dr. Pelcovits.
12 more than $4.99 a month? 12 You were just asked about the hypothetical of
13 A Idid. 13 the publisher hold-ups being taken care by
14 Q And based on your looking at that 14 including it in the price all in for musical
15 group separately, did you see any reason to 15 good. Right?
16 believe that your numbers were being biased by 16 A Yes.
17 the fact that you included people who said 17 Q There's really no concern about
18 they didn't know? 18 publishers holding up whether it be record
19 A No and I think we already have 19 companies or music distribution companies when |}
20 discussed that. The Group F were those that 20 their rates are subject to either a compulsory
21 knew and said how much they paid and they paid |21 license on the one hand or rate court
22 constraint on the other, is there?
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rice? What is it we're reall ing to

J
"IN

1 A [Ican'tsay that that's true. I 1 focus on here?

2 think that the fact that the agreements in Dr. 2 THE WITNESS: I think we are

3 Jaffe's example of his market and his whole 3 looking and should look at this from on

4 theory is itself based on some concept of 4 balance a more long run approach and

5 holdup and I'm saying that the holdup concept 5 particularly it should be looking at if we

6 can be gotten around through a contract such 6 were talking about this as an actual market

7 as the ones I refer to earlier. 7 the nature of the arrangements that the

8 Q Are you saying Dr. Jaffe's theory 8 parties would enter into for something going

9 is based on a holdup concept? 9 forward, for something which was not
10 A Absolutely. 10 constrained by some prior agreements such as |
11 MR. STEINTHAL: I have no further 11 the whole issue of as we've been talking about |
12 questions. 12 the publishing right being a separate right.
13 CHIEF JUDGE SLEDGE: Mr. Joseph. 13 Ithink it should look at the market from a
14 MR. JOSEPH: May I have a moment, 14 broader sense than that and how the market,
15 Your Honor? I'm thinking about one of his 15 what are the marketplace forces, what would
16 answers. 16 you expect in a market to be negotiated given
17 (Pause.) 17 enough flexibility and fluidity in the market
18 MR. JOSEPH: No further questions, 18 and taking into consideration by the record
19 Your Honor. 19 companies of future sound recordings of where |
20 CHIEF JUDGE SLEDGE: Mr. Handover, | 20 they would have the flexibility and how to go |
21 do you have anything further? 21 about making those and where the copyrights
22 MR. HANDZO: No, Your Honor. 22 would be granted and given in the types of

Page 283 Page 285}

1 CHIEF JUDGE SLEDGE: Any questions | 1 contractual arrangements that could be entered

2 from the bench? 2 into.

3 JUDGE WISNIEWSKI: Perhaps just 3 JUDGE WISNIEWSKI: So more of a

4 one. Dr. Pelcovits, we've been talking a lot 4  dynamic analysis than a steady one.

5 in this proceeding about "market rates" and 5 THE WITNESS: I think that's

6 the like and been offered a number of 6 right. Markets are very dynamic and I think

7 suggestions as to how those markets ought to 7 you can't just -- If you take a snapshot, you

8 be constructed and how we ought to look at 8 very often are influenced by the arrangements

9 them and so on and so forth. We haven't had 9 and the prices that have developed in response
10 much said about the time period, however, 10 to particular institutional structures. But
11 which we ought to be looking at with respect 11 if we're looking at how markets actually work
12 to those markets. Do you have any thoughts 12 over time, they tend to work themselves around |
13 about that? 13 various institutional considerations.
14 THE WITNESS: I have to make sure 14 JUDGE WISNIEWSKI: Thank you.
15 Thave the right reference for the question, 15 CHIEF JUDGE SLEDGE: Any
16 Your Honor. Could you give me a little more 16 questions?
17 there? 17 JUDGE ROBERTS: Yes. Dr.
18 JUDGE WISNIEWSKI: Basically, what |18 Pelcovits, if you could turn to the last
19 I'm trying to get at here is are we looking at 19 paragraph on page 2 of your testimony. Here
20 ashort term analysis of the markets or are we 20 you're talking about Dr. Jaffe's testimony and
21 looking at a long term market equilibrium 21 his assertion that essentially webcasting

22 i
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_ Page 288:
different markups if they are really segmented |

I
N

1 therefore should be treated so in the 1
2 marketplace. Your assertion is that going to 2 and if demand conditions are different in the
3 the top of page 3 that that is not true. "A 3 two markets. But each market in its own right
4 rational business will consider each 4 it's still important and it's still one where
5 opportunity to increase revenues to cover a 5 you would expect the normal marketplace
6 portion of its costs as worthwhile in its own 6 forces, namely essentially all the dynamics we §
7 right." Is this a discussion on your part 7 were talking about to still play a role.
8 about market segmentation? 8 JUDGE ROBERTS: And from the
9 THE WITNESS: No, it's not 9 seller's perspective the seller would move or
10 intended to be that. It's simply trying to 10 take necessary action to again as you point
11 respond to a claim by Dr. Jaffe where he says |11 out to maximize that. What kind of
12 that a market's very small and therefore you 12 considerations would go into the seller's
13 don't have to be concerned about how much of | 13 evaluation of these so-called smaller markets? |
14 your cost you're recovering there. It happens |14 Would they adjust price to recover that amount §
15 that they are segmented this way, but in fact 15 or how would they do that? ‘
16 all that means is that you're going to try to 16 THE WITNESS: I think they
17 maximize your profits in each segment 17 certainly sort of a starting would look to all
18 individually or to the extent to which there 18 the markets to recover a certain portion of
19 is some crossover effect or substitution from |19 their costs of development and certainly any
20 one to the other. 20 distribution costs and there would be no
21 JUDGE ROBERTS: So if there is a 21 fundamental difference from how they would
22 small sliver of the pie, so to speak, to be 22 approach a small or large market just because
Page 287 Page 289
1 recovered you say that a rational decision 1 one market is small and the other one is
2 maker in a business would seek to move to 2 large. In some sense to say that the
3 recover that portion. Correct? 3 webcasting is the sort of market that doesn't
4 THE WITNESS: Or seek to recover 4 matter because it's never going to tip a
5 what it could from that portion. It's not 5 decision one way or the other, you could say
6 going to underprice it simply because it's not 6 that about every single sale.
7 abig market. If that were true, then you 7 So I think each market is
8 would expect a record company to be, let's 8 important. Each market is one where the
9 say, indifferent with how much CDs sell for in 9 seller as a business would consider what it
10 Montana because it's a small state. But 10 costs, what's gone into the product and try to
11 obviously they would be. 11 recover as much as it can subject to the
12 JUDGE ROBERTS: Just in the 12 demand for the product in the market and where |
13 example that you used with respect to Montana, | 13 you would expect to see a different cost "
14 I would suspect that the cost of the CD in 14 recovery or a different revenue recovery would
15 Montana is not as much as the costofaCDin |15 be based on differences and substitutes and
16 New York City necessarily. 16 those two markets demand elasticities and
17 THE WITNESS: Well, I would -- I 17 factors like that.
18 don't know if that's true. It might be true 18 JUDGE ROBERTS: We've heard some
19 because of retailing costs, although now with 19 testimony in this proceeding about at least
20 internet shopping it probably doesn't matter 20 offering by certain services, broadcasters in
21 atall. ButIwould have to agree that in particular, that their webcasting amounts to
different markets you're going to get very, very few people in actually streaming
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1 music, but if I hear correctly you say that a 1 unfortunately or fortunately my colleague, Meg
2 rational seller would nevertheless move to try 2 Ryan, has received an appointment and is not
3 to capture or do what they could to try to 3 available to assist. So Mr. Kirby will be
4 capture that sliver even though it's very few 4 filling and helping me. We have filed that
5 people receiving the service. 5 notice of appearance for Mr. Kirby. He will
6 THE WITNESS: I think they still 6 ' not be here tomorrow, but he will be here on
7 would. It's still a substantial amount of 7 Wednesday.
8 money. The webcasting, even under current 8 CHIEF JUDGE SLEDGE: I think
9 rates, the webcast payments to Sound Exchange | 9 parties would reasonablely expect the Court
10 are millions of dollars and in every 10 will take a careful approach new attorneys
11 expectation that's going to grow. So they are 11 coming on who are not familiar with our
12 certainly worth the attention of the 12 proceedings and to the extent that they will
13 businessmen. I think businessmen make 13 be able to participate.
14 decisions where they consider something of 14 MR. STEINTHAL: Your Honor, Mr.
15 several million dollars worth attention. The 15 Rosenstein came in during the rebuttal phase
16 only case where you would say it doesn't 16 and did some of the discovery. So she is
17 matter would be whether the time and attention | 17 familiar with the case. Of course, she hasn't
18 necessary to deal with it are not sort of paid 18 appeared here before but in particular because
19 for by the revenues in that market. It's such 19 of my travel back and forth, I thought it was
20 asmall, small market that it's not even worth 20 important to get another partner in my firm
21 spending ten hours of someone's time on it. 21 available. So she is familiar with the case
22 JUDGE ROBERTS: Okay. Thank you. | 22 and I have briefed her on the surrounding and
Page 291 Page 293 |

1 CHIEF JUDGE SLEDGE: Any followup| 1 the procedures of this hearing.
2 questions from the bench? 2 CHIEF JUDGE SLEDGE: We expect her |
3 MR. HANDZO: No, Your Honor. 3 to be able to demonstrate that.
4 MR. STEINTHAL: No, Your Honor. 4 MR. STEINTHAL: Yes.
5 MR. JOSEPH: No, Your Honor. 5 JUDGE ROBERTS: Are you planning
6 CHIEF JUDGE SLEDGE: All right. 6 to be here the rest of the week, Mr.
7 Thank you. That completes your testimony. 7  Steinthal?
8 (Witness excused.) 8 MR. STEINTHAL: I'm going to be
9 CHIEF JUDGE SLEDGE: You gents, 9 back and forth, Judge Roberts. I'm doing the

10 have anything to present before we adjourn? 10 bestIcan.

11 MR. HANDZO: No, Your Honor. 11 CHIEF JUDGE SLEDGE: We recess

12 We'll begin tomorrow morning with Ms. Kessler.| 12 until 9:30 a.m. Off the record.

13 MR. TAYLOR: Your Honor, one 13 (Whereupon, at 5:28 p.m., the

14 housekeeping matter. Today we filed a Notice |14 above-entitled matter recessed to reconvene at

15 of Appearance of Gil Rosenstein who may join |15 9:30 a.m. the next day, November 28, 2006.)

16 us later this week to appear on behalf of DIMA |16

17 and we'll be giving you a courtesy copy 17

18 tomorrow moming in light of the -- 18

19 MR. JOSEPH: Your Honor, since 19

20 we're talking about notices of appearances we 20

21

5 N
d o
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Rebuttal Testimony of Michael Pelcovits

I am a Principal with Microeconomic Consulting & Research Associates, Inc.
(“MiCRA”). Ipreviously provided a written direct statement in this proceeding and my
background and qualifications as an expert are included with that testimony. I provide
this statement to respond to a number of points made by witnesses produced by the

various webcasters, as well as issues raised during cross-examination.

1. Other Benchmarks

In my earlier testimony in this case, I proposed that the royalty rate negotiated
between willing buyers and willing sellers for the use of sound recordings by on-demand,
interactive music services should serve as a benchmark for the rates to be set in this
proceeding. Other potential benchmarks have been suggested in the course of the
proceedings to date. I will address the suitability of those other potential benchmarks

below.

a. Fees paid for musical works

On behalf of several participants, Dr. Jaffe proposes using as a benchmark for this
case the fees negotiated for the right to use copyrighted musical works for non-interactive
webcasts. Dr. Jaffe’s theory is that, because webcasters require a license for both the
musical work and the sound recording in order to webcast any music, the two fees of
necessity would be equal in the free market. As support for this theory, Dr. Jaffe points
to a study done in 2001 during the Webcaster I CARP proceeding concerning fees paid
for music played as background in television and movies.

As I explained in my direct testimony, Dr. Jaffe’s theoretical model does not
apply to the situation that would face the willing buyers and willing sellers in a
hypothetical market for a blanket license to use music in non-interactive webcasts.
Further, with respect to his empirical claims, it is clear that Dr. Jaffe ignored markets
much more similar to webcasting, latching on to the only market he could find that would
fit his theory. As discussed below, that market tells us nothing about how willing buyers

and willing sellers would behave in a market for blanket licenses for webcasting.
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Dr. Jaffe states that “if both the buyers and sellers would be approaching these
negotiations from economic positions that are similar with respect to musical works and
sound recordings, then there is no economic basis for concluding that the market for the
two rights would differ.”! The reasoning behind his belief that the sellers of each right
would come to the negotiation from a similar position is twofold. First, he states that the
“costs of producing the underlying intellectual property are ‘sunk,” by which economists
mean that the investments have already been made.”* Second, he argues that, because
the creators of the sound recording and publishing rights look to recover their costs in
other markets, they would approach the “decision whether or not to sell and [at] what
price with exactly the same framework.”

Both of his arguments are wrong. The claim that sunk costs are the right
framework for analyzing the decisions of the copyright holders is not consistent with the
situation facing sound recording copyright owners. The rates set in this proceeding will
be applied through 2010. For any new sound recordings created between the time the
rate is set and 2010, the record companies will incur additional costs -- that is, costs that
are not already sunk. Since the record industry earns the majority of its revenues from
recently released albums,” it is reasonable to expect that much of the music played by
statutory webcasters after this rate is established will be newly-created sound recordings.
This Board, therefore, is setting a rate that will affect how much the record companies
earn for the use by webcasters of new sound recordings for which costs are not yet sunk.

Dr. Jaffe’s fallback argument is that even if the creative costs of sound recordings
and musical works are not sunk, webcasting revenues are so small, relative to other

avenues for cost recovery, that such revenues are “economically irrelevant” to the rates

! Written Direct Testimony of Dr. Adam Jaffe, Oct. 31, 2005, at 20-21 (“Jaffe WDT”).

> Jaffe WDT at 23.

} Testimony of Dr. Adam Jaffe, Vol. 26, June 28, 2006, at 31 (“Jaffe Test.”) (claiming that the initial
investment has “no consequences of any significance for ...continued investment in the creation of this
[intellectual] property”); see also Jaffe Test. at 103 (“those costs are not relevant...to the licensing
decision.”).

*$X Ex. 24 RR at 5 (Citigroup, Warner Music Group Get Together, Sept. 22, 2005). According to
information released by Nielsen SoundScan and Nielsen BDS, more than half of all sound recordings sold
in the U.S. are “current” or new releases, i.e., sound recordings released in the last two years. Business
Wire, Music Industry Report, New Radio Star, available at http://newradiostar.con/
NEWS/MUSICINDUSTRYREPORT2003.htm (last visited Sept. 27, 2006).
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that the willing seller would set.> The economic reasoning behind this argument is
flawed. A business will not be indifferent economically about how much revenue it can
earn from a service (and how much of its costs it can recover), simply because the service
currently accounts for a small portion of its total sales. Rather, a rational business will
consider each opportunity to increase revenues and cover a portion of its costs as
worthwhile in its own right. So long as the business does not have to incur a transaction
cost that offsets the benefit of charging what would otherwise be a profit-maximizing
price, it will attempt to do so. With respect to the sale of sound recordings for use by
webcasters, it is nonsensical to say that it is not worth the effort involved to negotiate a
price that more closely reflects conditions in the webcast market and in particular the
willingness to pay of the consumer. Indeed, this is especially true for the webcasting
market, because the record companies perceive that the market for the sales of physical
products such as CDs -- long their primary source of revenue -- is steadily eroding, and
the digital distribution of music through webcasting and other digital distribution
channels is what they must increasingly look to for their cost-recovery and profits in the
future. See Written Direct Testimony of Lawrence Kenswil, Oct. 31, 2005, at 2-3;
Written Direct Testimony of Mark Eisenberg, Oct. 31, 2005, at 3-4; SX Ex. 236 RP at 25
(Vivendi Investor Presentation).

On a more fundamental level, Dr. Jaffe ignores the structure of the markets that he
is looking at and the relationships that define these industries. Although there are
separate licenses at issue -- one for the musical work and one for the sound recording --
there is only one final product that is actually provided to webcasters and to their
customers -- the sound recording. As discussed in the testimony of Charles Ciongoli
from Universal Music Group, the structure of the market for music is one in which record
companies invest in the creation, development, and marketing of sound recordings from
which both record companies and music publishers benefit. Music publishers earn the
vast majority of their revenues from sales or licenses of sound recordings that use musical
works as an input, not on sales or licenses of musical works by themselves.

Dr. Jaffe does not dispute that the value of and payments for the two copyrights

are different for individual works or even for the average music title. [Jaffe Test. at 81-

5 Jaffe Test. at 110.
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82]. He says things are different for the webcast license, because “what makes them [the
musical work and sound recording copyright] equivalent is that the business that the
webcaster wants to engage in is the public performance of a relatively large and diverse
set of musical works and sound recordings . . . .” [Jaffe Test. at 82-83]. It is central to
Dr. Jaffe’s theory that the webcasters purchase a blanket license or a very large number
of sound recordings, because whatever ability exists to substitute one musical work or
one sound recording for another when making individual purchases allegedly does not
exist when buying a blanket license or a large number of copyrighted works. [Jaffe Test.
at 82-89]. Dr. Jaffe has no empirical evidence to prove this theory that, in such
circumstances, music publishers and sound recording copyright owners would be
compensated identically, and the empirical evidence that does exist refutes his theory. In
virtually every market where broad or blanket licenses are at issue, the sound recording
commands significantly greater compensation than the musical work.

As explained in the rebuttal testimony of Mr. Eisenberg, the breakdown of
copyright fees in other markets is:

Media

Sound Recording Fee

Musical Work Fee

Interactive webcasting

(I

6 to 16%

Master ringtones

1 i

[ i

Digital downloads

(I o track

9.1 ¢ per track

Music Videos

1

5.1% - 6.5%°

Clip samples

1 i

5.1%

Some of these markets are affected in various ways by statutory licenses and consent

decrees, but they show one thing very clearly: without exception, where blanket or broad

licenses for sound recordings and musical works are at issue, sound recording copyright

owners receive multiples of what musical works copyright owners receive. Indeed, the

variety of rates, as well as the operation of different legal regimes, makes the point that

one cannot find a simple ratio (1:1 in Dr. Jaffe’s case) and apply it to derive the value of

S Mr. Eisenberg’s testimony provides more detail about open issues related to negotiations concerning the
fees for musical works in music videos, which may lead to additional payments to music publishers, though
at a level much lower than that received by sound recording copyright owners.
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sound recordings from the price paid for musical works. The markets -- economically
and legally -- are simply too different to draw conclusions that such a simple ratio exists
between the two prices.

In contrast to the empirical evidence from the markets listed above, the empirical
evidence on which Dr. Jaffe purports to rely (a 2001 study on synch and master use rights
in the television and movie industry that was rejected in the Webcaster | CARP
proceeding) is, by Dr. Jaffe’s own theory, utterly irrelevant. First, with respect to Dr.
Jaffe’s theory that the rights are valued the same because there is no possibility of
substitution when the purchaser is buying a blanket license, the synch rights/master use
market does not involve the purchase of blanket licenses or a large volume of copyrighted
material. Instead, the evidence Dr. Jaffe relies on from the synch and master use market
is from a market where the users purchase individual sound recordings or musical works,
and therefore have the ability to find substitutes for both the musical works and sound
recordings. Second, since the music played on most television shows or movies is in the
background, the producers can use a cover band to play a particular musical work, and
thereby substitute for the sound recording copyright altogether. The relative bargaining
power of the sound recording copyright owners is correspondingly diminished compared
to the webcasting market, where it would be unacceptable to customers and impractical
for webcasters to use cover bands as substitutes for the recording artists. Third, in his
study of the movie market, Dr. Jaffe examined the sale of copyrighted material that was
already in existence -- that is, as to which costs were “sunk” -- in contrast to the
webcasting market for which new sound recordings are constantly being created and for
which the costs are not sunk. Finally, the market Dr. Jaffe chose to look at is the one
market where -- in contrast to webcasting -- musical works and sound recordings truly are
sold as separate goods. In that market, the musical work can be sold without the sound
recording, because of the producers’ ability to re-record the musical work. That certainly
is not true in the context of webcasting, where webcasters need a broad catalog that
includes the most popular sound recordings performed by the most popular artists.

Dr. Jaffe has no explanation for the contrast between the market he looked at and
the other markets where sound recordings receive much more than the musical works.

He failed to examine the evidence from these other markets [Jaffe Test. at 125] or
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dismissed the evidence without reason as inappropriate as a benchmark for webcasting.

[Jaffe Test. at 123-129].

b. Rates charged to Satellite Digital Audio Radio
Services

One benchmark that counsel for DIMA suggested in cross-examination is to use
the fees paid by the satellite digital audio radio services (SDARS) to license sound
recordings. These fees are paid in accordance with a negotiated agreement between

RIAA and the two satellite companies, XM and Sirius, which was entered into in early

2003 (the “SDARS agreement”). || R

I O rationale for using these contracts is that copyrighted

sound recordings are used in a similar manner on the SDARS service as they are in
subscription non-interactive DAT services. Namely, music programs are streamed (or
broadcast) to listeners for a fee, often without commercials, and without any user control
of the content or the ability to replay or pause the music. While I agree that these
services share important characteristics, I disagree that the current SDARS agreement
provides a meaningful benchmark for setting rates in this proceeding. There are several
reasons for this.

First, satellite radio was a nascent industry at the time of the negotiations. XM,
which first launched its satellites in 2001, had approximately 350,000 customers at the
beginning of 2003.” Sirius had barely entered the business and had about 30,000
customers at the beginning of 2003.% Hence, the parties to the negotiation had virtually
no track record to rely on in the negotiations. RIAA had to rely on projections of
subscription levels and revenues, and understood there was considerable skepticism as to

whether the SDARS business would survive in the marketplace.” In such circumstances

(not present here), [ [N
]

7 XM Satellite Radio Holdings Inc., Form 10-K, filed March 3, 2006, at 33,
¥ Sirius 2005 Annual Report, Data Appendix.
? Deposition of Steven Marks, Apr. 3, 2006, at 43-44.
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Other factors distinguish the SDARS negotiation in 2003 from the webcasting
business of 2006. The SDARS have a high proportion of fixed costs, relative to the
webcasting business. This means the willing buyers would appraise the effect of a
copyright license fee structure in a different manner. Further the market has changed
dramatically in three years, which affects the behavior of willing buyers and willing
sellers. This adds to the difficulty of using the SDARS fees as a basis for calibrating the
willing buyer/willing seller standard for this proceeding. Indeed, the parties to the
agreement themselves recognized that the SDARS agreement was not a valuable
precedent even for determining future rates to be charged in the SDARS market and
expressly prohibited each other from relying on the agreement reached in future
copyright royalty proceedings.'’ If the parties themselves apparently recognized the
unique circumstances under which the agreement was reached, and acknowledged that
the agreement had no value with respect to the rights specifically at issue, there is little
reason to see how the agreement could be of value here.

Finally, the SDARS agreement suffers from the same problem that participants in
this proceeding have identified with the agreement between webcasters and
SoundExchange to push forward the Webcaster I CARP rates: the agreement was made
in the midst or on the verge of a rate-setting proceeding in which litigation and other
costs likely had a significant impact on the decisionmaking. See Testimony of Jonathan
Potter of DiMA, Vol. 20, June 19, 2006, at 155-56; Testimony of John Simson of
SoundExchange, Vol. 4, May 4, 2006 at 51-53. The same factors that DIMA says made
the agreement to push-forward webcasting rates a poor benchmark would have affected
the participants to the SDARS copyright royalty proceeding in 2003 and their conclusions
as to an appropriate rate. Indeed, the SDARS agreement is an even poorer benchmark
because the negotiators might have been uncertain how the different statutory factors
would be interpreted, which would have colored the negotiation of that “voluntary”

agreement.

1% See Section 2.1 of SDARS Agreement; SX Ex. 238 RP (Notification of Settlement and Motion to
Suspend CARP Proceedings (filed March 19, 2003)) (“The parties to the Agreement intend that it shall be
non-precedential, and shall not be admissible as evidence or otherwise taken into account in any
administrative, judicial, or other government proceeding, except that it may be taken into account to a
limited degree in one circumstance relating to the bankruptcy of a Service, as described below. The parties
would not have entered into the Agreement but for this understanding.”).
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For all of these reasons, I believe that the SDARS agreements should play no part

in the setting of the license fees in this proceeding.

c. Yahoo! Agreements with Independent Record
Companies

Since the filing of written direct statements in this proceeding, it appears that
Yahoo! has sought to enter into agreements with small independent record companies

“indies”) and aggregators'' of indie label content. Ihave reviewed the agreements
gereg

between Yahoo! and the following parties: [—

—] With the exception of one agreement that is no longer

in effect, these agreements appear to have been negotiated after the filing of written direct

statements in this proceeding.

"I Aggregators are entities that act as representatives of a collection of indies.

o]
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2 In re Rate Setting for Digital Performance Right in sound recordings and Ephemeral Recordings, No.
2000-9 CARP DTRA 1&2, (CARP Feb. 20, 2002) (Report of the Copyright Arbitration Royalty Panel to
the Librarian of Congress) at 53 (SoundExchange Exhibit 405 DP in the Direct Case).
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d. RLI/DiMA Agreement

On May 3, 2006, RLI entered into an agreement with DiMA to license sound
recordings for music services that met the statutory criteria for the compulsory blanket
license for statutory webcasting. That agreement purported to have been negotiated just
prior to the filing of written direct statements in this proceeding, but was not formalized
until just prior to the opening statements of this proceeding. The agreement does not
constitute an independent, reliable benchmark upon which the Board should base its
decision in this case.

Even if there were not serious questions about RLI’s motivation for entering into
such an agreement on the eve of the proceeding,"” the DiIMA-RLI agreement would
nonetheless be of no value in setting a royalty rate. It is, in reality, a sham agreement.
The rate agreed to by RLI and DiMA will never actually apply, unless the Board adopts
that same rate in this case. The reason is that the RLVDiMA agreement contains a
provision that the rate will be superseded by the decision of the Board in this case.*
Further, if the Board adopts a different rate than the rate contained in the agreement, there

will be a “true-up” applied retroactively to the beginning of the period covered by the

1 Testimony of Ronald Gertz, Vol. 18, June 14, 2006, (“Gertz Test.”) at 283-290.
' RLI-DIMA Agreement, 93.4.





PUBLIC VERSION

agreement. Purportedly, this is to prevent either party from suffering competitive harm
vis-a-vis the rest of the industry."” In effect, it makes the contract’s rate term
meaningless. Also, the agreement gives each DiIMA member the option of joining or not
joining the agreement with RLI -- something that no DiIMA member had opted to do as of

the time of the direct case hearings in this case.'®

2. Per-play rate for non-subscription services

Based on agreements negotiated in the benchmark market for the use of sound
recordings by interactive, on-demand music services, I proposed a three-part fee structure
under which statutory webcasters would pay the greater of a percentage of their revenue,
a per subscriber rate, or a per play rate. Because the benchmark interactive music
services generally are subscription services, and many of the statutory webcasting
services that are the subject of this proceeding are ad-supported, I was asked questions
during the hearing about the appropriateness of using subscription services as a
benchmark for ad-supported services. Many of these questions focused on the per-play
metric of the three-part fee structure, since a per-subscriber rate is irrelevant to ad-
supported services, and a percentage of revenue rate will automatically self-adjust
downward if ad-supported services earn less revenue than subscription services. I will

address issues related to the per-play rate below.

a. The Relationship between Subscription and Non-
subscription Markets

I was asked several questions during the hearing about the rationale for deriving a
per-play rate for the non-subscription market based on evidence about willingness-to-pay
from the subscription market. The suggestion appears to have been that a willing seller
would always lower the single price it charges to all webcasters in order to attract more
people to a non-subscription offering. That suggestion, however, ignores the relationship

between the subscription and nonsubscription markets.

' Gertz Test. at 288.
16 Gertz Test. at 284-285.

11





PUBLIC VERSION

Mr. Steinthal posed a hypothetical to me where ten percent of the demand in the
market is willing to pay $9.00 per unit and ninety percent of the demand is willing to pay
no more than $1.10 per unit. He asked me whether the supplier would be better off
charging $9.00 or $1.10 per unit, assuming the seller must charge a single price.!” The
answer [ gave is that the supplier would earn greater profits by charging $1.10 per unit
and selling more units, but only if the assumptions used in the hypothetical about
willingness-to-pay were derived correctly.

Quite apart from the fact that no evidence has been presented to support Mr.
Steinthal’s assumptions about consumers’ willingness to pay, his questions fail to account
for the fact that some of the non-subscription customers almost certainly are
“cannibalized” customers — namely, customers who would otherwise buy subscription
services if they had no choice. The effect of even a small amount of cannibalization can
be shown in a modified hypothetical in the table below. Scenario #1 represents the
hypothetical case posed by Mr. Steinthal. The price paid by customers is assumed
identical to their maximum willingness to pay for a music service. Therefore, if a
uniform price is set at $1.10, all of the customers in the non-subscription and subscription
markets will buy the service.'® In this case, total revenues are $20.00 hi gher ($110 versus
$90) than if the lower uniform price of $1.10 is adopted.

Scenario #2 shows the effect of modest cannibalization, by which I mean that
there are some small number of non-subscription customers who would pay the higher
price for a subscription service if the non-subscription service was not available. Here, I
assume that the uniform price is increased to the level that the current subscription
customers are willing to pay. (This can also be interpreted as a case where the non-
subscription service is no longer available). By contrast to Scenario #1, I assume for the
sake of argument that the vast majority of non-subscription service users would cease
listening if paying the higher subscription price was their only option, but that 5 of the 90
non-subscription service customers would shift to a subscription service at the higher
price. This alters the payoff and now the supplier is much better off charging a higher
price. Its total revenues are now $25 higher ($135.00 versus $110.00) when the higher

' Testimony of Michael Pelcovits, Vol. 9, May 16, 2006, at 251 (“Pelcovits Test. II”).
'8 Although there is no explicit price for non-subscription services, we will assume for this hypothetical that
the willingness of the customers to tolerate advertisements reflects their willingness to pay for the service.
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price is adopted. This demonstrates the importance of taking account of the

substitutability of non-subscription and subscription services.
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Hypothetical Scenario #1 — No cannibalization

Current Price Revenue Demand Revenue at | Demand | Revenue
Demand with uniform with at
Uniform | price of Uniform | uniform
priceof | $1.10 price of | price of
$1.10 $9.00 $9.00
Non- 90 $1.10 $99.00 90 $99.00 0 0
subscription
Customer
group
Subscription 10 $9.00 $90.00 10 $11.00 10 $90.00
Customer
group
Total 100 n/a na 100 $110.00 10 $90.00
Hypothetical Scenario #2 — Cannibalization
Current Price Revenue Demand Revenue at | Demand | Revenue
Demand with uniform with at
Uniform | price of Uniform | uniform
priceof | $1.10 price of | price of
$1.10 $9.00 $9.00
Non- 90 $1.10 $99.00 90 $99.00 5 $45.00
subscription
Customer
group
Subscription 10 $9.00 $90.00 10 $11.00 10 $90.00
Customer
group
Total 100 n/a n/a 100 $110.00 15 $135.00

As a side matter, it is worth noting that subscription services, which offer the

benefit of commercial-free programming for a fee, are not a tiny piece of the overall

market. Rather, |i§ , e e
I | << Ex. 022 RR (Receipt an

Enforcement Effectiveness Tracking Spreadsheet). That amount likely does not include

many hours of programming for “bundled” services, such as those offered by AOL and
Yahoo!, in which users pay a fee for a bundle of products including commercial free

webcasting and Internet connectivity.'” Moreover, based on information provided by
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SoundExchange, ([
I < X Ex. 022 RR.

Despite the growth of subscription and bundled services, however, webcasters
continue to believe that ad-supported services will ultimately win out. See Testimony of
Robert Roback, Vol. 22, June 21, 2006 (“Roback Test.”) at 83. As Dr. Brynjolfsson
discusses, ad-supported services have a higher up-side than subscription services and, as
webcasters begin earning revenues closer to those of terrestrial radio (the webcasters’
avowed goal), ad-supported webcasting, on a per listener hour basis, will be more
lucrative than subscription webcasting. See Testimony of Dr. Eric Brynjolfsson, Vol. 5,
May 8, 2006 at 110. Thus, it makes perfect sense to extrapolate the fee that copyright
owners would charge in the nonsubscription market from the subscription market. The
markets are close substitutes, and webcasters believe that the ad-supported market is

likely to be most successful.

b. SoundExchange’s Revised Rate Proposal

I am aware that SoundExchange is proposing a revision to its original rate
proposal, which would result in increasing the per play rate in steps from its current level
to the level that I proposed in my original testimony (with a cost-of-living adjustment).
As a result, the per play rate would be lower in the early years of the license. 1believe
that this proposal is not in conflict with the framework I proposed in my direct testimony
for several reasons.

First, as I noted in my written direct testimony, in the market for interactive music

services, although the license agreements feature a three-part fee structure, [ NN

| . \i- Eiscrierg

explains in his testimony, the per play component ensures that services that are failing to
earn reasonable revenues (e.g., through a decision to use music to earn revenues
indirectly) do not avoid paying copyright owners an adequate fee. In this proceeding, if

the Board decides to utilize a similar three-part fee structure, it is rational to achieve the
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same purpose by phasing in a higher per play rate that ramps up as the advertising market
matures.

Second, the proposal makes sense because we are already well into the license
period. Webcasters in 2006 have been paying SoundExchange under the rate set by the
Librarian in 2002 and pushed forward in 2003, but the statute provides for a “true-up”
once a new rate is set. The proposal will thus avoid significant retroactive payments by
ad-supported services and will give webcasters the opportunity to plan for increases in
the per play rate over the term of the license. Beginning the current license term with the
existing per play rate ensures that there will be no disruption in the webcasting industry,
since there can be no dispute that major webcasters in this proceeding have been willing
buyers who have substantially expanded their businesses at the existing rate. Increasing
the per play rate progressively over time from this starting point makes sense because all
of the data provided in the testimony of webcasters, as well as Dr. Brynjolfsson’s
analyses, show that revenues are increasing rapidly (and are projected to continue to do
s0), both on an aggregate level and on a per listener hour level.

Importantly, the new proposal would only adjust the per-play rates. The other
two components of the proposed “greater of” structure remain unchanged as part of the
SoundExchange proposal. There is no reason to adjust the per subscriber rate, because all
of the evidence shows that webcasters can pay such rates for subscription services,
which, according to Yahoo!, have a gross profit margin of [—] under the
current fee structure.”’ Nor is there any reason to adjust the percentage of revenue rate,
because that rate effectively self-adjusts as the revenues earned by webcasters rise or fall.

As Dr. Brynjolfsson notes in his testimony, if nonsubscription webcasters
continue to build toward the advertising revenues received by terrestrial broadcasters,
they will reach the point where they will always pay on the revenue share rather than the
per play rate. Nonetheless, it is important to retain the per play rate for those webcasters
who do not choose to monetize the benefit that consumers gain from listening to their

services or who monetize it in ways that are not captured by the definition of revenue.

0 Roback Test. at 184 (Closed Session).
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3. Substitution/Promotion

The question of whether webcasting promotes the sale of CDs and digital
downloads, or alternatively substitutes for the sale of CDs and digital downloads, is
relevant to the economic analysis in this case for two reasons.

First, in my direct testimony I used the market for interactive webcasting as a
benchmark to derive proposed rates for the statutory (non-interactive) webcasting market.
I concluded that there was no empirical basis to conclude that interactive webcasting is
any more substitutional or any less promotional than non-interactive webcasting.
Consequently, when I derived the proposed rates for the non-interactive market from the
rates observed in the interactive market, I did not believe that any adjustment was
necessary to account for a difference in substitution or promotion between the benchmark
and target markets. Nevertheless, at the request of counsel for SoundExchange, in my
direct testimony I presented a sensitivity analysis which adjusted my recommended fee
for a net substitution/promotion difference in the two markets of two CD purchases a year
per subscriber.

Second, the webcasters argued in their direct cases that non-interactive
webcasting is highly promotional, although they neither attempted to quantify that
supposed promotional value nor provided any analytical or empirical framework to assess
the effect of promotion on their proposed rates.

The empirical evidence produced thus far in this proceeding demonstrates quite
clearly that statutory webcasting provides, at most, a miniscule promotional effect on the
sale of music CDs. The anecdotal evidence adduced during the trial suggests that both
interactive and non-interactive webcasting are substitutional. New evidence that I
acquired after the end of the opening phase of the trial demonstrates that at most only a
slight difference exists between interactive music services and non-interactive
webcasting. I believe this evidence shows that the webcasters’ claims concerning
promotion should be entirely rejected, and that my sensitivity analysis based on net
substitution of 2 CD sales per person per year provides a much greater allowance than

necessary for this potential effect.
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a. Evidence that non-interactive webcasting is not
promotional

The webcasting services allege that non-interactive webcasting is highly
promotional of CD sales, and in support of that proposition they argue that webcasting is
analogous to terrestrial radio. At the most basic level, there are two problems with this
argument.

First, although it seems to be the received wisdom in the music business that
terrestrial radio is promotional, there is precious little empirical evidence to support this
view, and academic literature has reached a contrary conclusion.”! Second, as several
witnesses testified, there are important differences between terrestrial radio and
webcasting which render it less likely that webcasting is promotional. See, e.g. Eisenberg
WDT at 5-6; Written Direct Testimony of Michael Kushner, Oct. 31, 2005, at 9-10;
Written Direct Testimony of Cathy Fink, Oct. 31, 2005, at 14. I will not repeat that
testimony here. At bottom, however, the webcasters produced no reliable evidence of the
promotional effect that the webcasters tout.

To the contrary, the only empirical evidence introduced during the trial of this
case demonstrates that webcasting is not significantly promotional. I have examined the
data provided by webcasters concerning the purchases of CDs or digital downloads that
their listeners make using the “buy” button that appears on the media player of some
webcasters. Adopting several assumptions favorable to the webcasters, the data
nevertheless shows an almost non-existent promotional effect.

Perhaps most instructive is the experience of a multi-channel Internet webcaster
called Accuradio. Accuradio’s CEO, Kurt Hanson, testified about the efforts he makes to
promote sales of CDs to his webcast audience. None of these efforts are required by the
Copyright Act or the statutory license. Accuradio runs banner ads and in-stream
announcements promoting purchases of CDs using a direct link to Amazon that appears
on the Accuradio media player. Accuradio also displays CD cover art for the last three

CDs played on the station. Mr. Hanson believes that he probably does more than any

* SX Ex. 227 DP, at 16-41. (Stan J. Liebowitz, The Elusive Symbiosis: The Impact of Radio on the Record
Industry, Review of Economic Research on Copyright Issues, March, 2004).
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other webcaster to promote CD sales through the link on his website,”* and he concedes
that Accuradio has a powerful incentive to do so because it earns a commission on these
sales.

In spite of these efforts, the number of CDs sold via the links on the Accuradio

website is miniscule. (|

|
|

It is possible that Accuradio’s listeners hear music on Accuradio and decide to

buy it, but do not use the Accuradio link to Amazon. If so, the Accuradio data would
understate the promotional effect of webcasting. It seems unlikely, however, that a high
percentage of people who choose to buy the music they hear on Accuradio will pass up
the quickest and most efficient means to do so -- the Accuradio buy button -- in favor of a
trip to a brick-and-mortar store or a separate transaction with an on-line vendor.

Similar data for one of the broadcast companies, Bonneville, yields similar
results. Bonneville provided information for two of its terrestrial stations that simulcast
their signal, showing that for four weeks in October of 2005, KOIT and KZBR listeners
bought a total of [-] digital downloads -- individual tracks, not CDs.” For the month
of October, KOIT and KZBR streamed to [[JJJi] listeners. SX Tr. Ex. 91. Thus the

average listener to Bonneville’s simulcasts purchased ||| EGGEG

-
|

Finally, data from Yahoo! further confirms the minimal promotional impact of

webcasting. Yahoo! is the largest webcaster and has a complete set of music services,
including music videos, interactive, on-demand services (portable and non-portable), and

webcasting (subscription and non-subscription). Yahoo! also sells digital downloads, and

2 Testimony of Kurt Hanson, Vol. 33, Aug. 3, 2006, at 60.

¥ Id. at 27 (although the question is posed in terms of sales in 1995, this must have been understood by
everyone as referring to 2005, because Accuradio was not in business in 1995).

2: Id. at 13-14.

"
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users can purchase a digital download through Yahoo!’s music store directly or while
listening to a music video, an on-demand service, or its webcasting service.

The evidence, however, is that Yahoo! sells very few downloads. According to
internal Yahoo! documents, Yahoo! has approximately ([l unique listeners each
month to its various subscription and nonsubscription webcasting services. SX Ex. DR
44 (Ex. 6 to Yahoo!’s response to SoundExchange’s First Set of Interrogatories). As
discussed in the testimony of Mark Eisenberg, in the first six months of 2006, Yahoo! in
total sold [l downloads and [l digital albums whose copyrights are owned
by SONY BMG. Based on SONY BMG’s market share, one can assume that, in total,
Yahoo! sold, over a six-month period, [l downloads and ([l digital
albums. Even assuming that every single one of these downloads and albums was sold to
a listener to Yahoo!’s LaunchCast (and there is no reason why purchasers of downloads
would all fall into that category?®), that would mean that the average LaunchCast listener
buys [ | i1:rough the buy buttons on
Yahoo!.”’

The data that we have from these three webcasters is quite consistent in showing,
at most, a marginal promotional benefit from webcasting. And, as I said at the outset,
this is so even if one assumes that each of the sales by these webcasters was a net
additional sound recording that would not have been sold but for the webcast. In fact,
however, none of the webcasters can show that sales of CDs or digital downloads made
through their websites reflect a net increase in sound recording sales. In other words,
they cannot show that music purchased through their websites did not simply replace a
different sound recording that the listener would otherwise have purchased. They also
cannot show that the music purchased through their website was music that the consumer
was motivated to purchase because the consumer listened to it during a webcast. In the
case of websites that sell music through download stores, such as Yahoo! and Bonneville,

they cannot even show that sound recordings were sold to a webcast listener as opposed

%6 As shown by the testimony of Mark Eisenberg, |

See Rebuttal

Testimony of Mark Eisenberg at p.16.
7 These numbers differ somewhat from those in Mr. Eisenberg’s testimony because I have access to
restricted data about Yahoo!’s actual listenership that Mr. Eisenberg does not.
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to someone who came to the site for the express purpose of buying music through the

website. And, any minor promotional effect that emerges from the data -- after making
every possible assumption in the webcasters’ favor (including some unrealistic ones) --

does not factor in the potentially offsetting effect of substitution.

b. Evidence of the magnitude of substitution

In the first phase of this proceeding, I testified that it is logical to believe that
people who listen to many hours of non-interactive webcasting each month will have less
time to listen to music in other ways -- and thus spend less money purchasing music in
other forms, thereby making webcasting rival on demand services in its substitution for
other forms of consumption of music. As discussed below, I have obtained additional
evidence that reflects the difference in substitution effect between interactive and non-
interactive services and confirms that the difference between the two is small -- far
smaller than the two CD differential I assumed in the sensitivity analysis in my written

direct testimony.

i The trial evidence

The evidence at trial regarding the substitutional effect of statutory webcasting
was primarily anecdotal. Several industry witnesses testified to their belief that non-
interactive webcasting is substitutional (Testimony of Mark Eisenberg, Vol. 8, May 11,
2006 at 181, 187-88, 256, 380; Kenswil Test. at 18, 87), and SoundExchange witness
James Griffin testified regarding the substantial number of available software products
that will rip webcast streams. Testimony of James Griffin, Vol. 2, May 2, 2006, at 112;
Testimony of James Griffin, Vol. 3, May 3. 2006 at 182, 288-89.

Of particular relevance to my benchmark analysis, however, is the question of
whether non-interactive webcasting has less of a substitutional impact than interactive
music services. The evidence that interactive music services are substitutional comes
primarily from the testimony of SoundExchange witnesses. But if these witnesses’
statements are relied on as proof of the substitution effect of interactive music services,
then their statements that non-interactive webcasting (i.e., the statutory services) also

substitute for CD sales should be given equal weight. The trial testimony, if accepted,
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establishes only that both methods of delivering digital music may substitute for CD
sales, but does not provide a basis to determine to what degree the substitution effects

differ.

ii. Marketplace Evidence

In the absence of any other evidence, one might attempt to estimate substitutional
effects by making various observations about the actual marketplace. As I discuss
below, however, this indicator is imperfect. For example, if one looks at pricing to
establish what marketplace actors believe about promotion and substitution, one must
recognize that substitution and promotion are not the only considerations affecting prices
in this market. Fees should still maximize the sellers’ profits, which are the sum of the
revenues received from the fees net of the effect of substitution and promotion on profits
earned in other markets. The fee that copyright owners charge in the interactive service
market represents more than simply a replacement for lost sales in other places.
Nonetheless, marketplace evidence is fully consistent with a substitution effect from
interactive services that is less than 2 CDs per consumer per year.

As an initial matter, it is worth examining the data concerning the number of CDs
purchased by the average U.S. consumer in a year. According to RIAA data, shipments
of recorded music in 2005 were approximately 820 million CD equivalents.”® The U.S.
population in 2005 was 296 million, and 257 million if we exclude the population under
10 years 0ld.” Therefore, on average approximately 3.2 CDs are purchased each year by
each person 10 years or older. If the average consumer buys only 3 CDs per year, an
assumption that interactive services substitute for 2 CD purchases per year is highly
conservative, since it represents a very high percentage of total CD purchases.

CD sales certainly may be higher among certain types of customers. In a recent
working paper, Professor Stan Liebowitz has analyzed CD purchases using a data set for
99 American cities and containing information on Internet use, actual record sales,

television viewing, radio listening, and other demographic variables. The results of his

B RIAA, U.S. Manufacturers’ Unit Shipment and Value Chart, available at
http://www.riaa.com/news/newsletter/pdf/2005yrEndStats.pdf (last visited Sept. 27, 2006).

1 estimated CD-equivalents by converting download singles to CDs at a ratio of seven-to-one.

¥ U.S. Census Bureau, Annual Estimates of the Population by Sex and Five-Year Age Groups for the
United States: April 1, 2000 to July 1, 2005 (NC-EST2005-01).
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analysis of 2003 data are that the average number of album sales per capita is 2.32.*°

Using the Liebowitz data, it is possible to make some assumptions about a hypothetical
demographic group that would be skewed toward the consumers most likely to be the
heaviest purchasers of CDs. This group would be composed entirely of broadband
Internet users, with average annual income of $75,000, and above 29 years old. 1
performed an econometric projection for per capita album purchases of this group and
this yields an average of 5 CD purchases per year. Once again, assuming substitution of
2 CDs per interactive service subscriber would reflect a very large substitution effect,

relative to the average level of CD purchases in this high-volume group.

iii. Hypotheticals Posed in Cross-Examination

During my cross examination I was asked questions about the possible
relationship between the price set for the use of sound recordings by interactive music
services, and the perceived degree to which those services substitute for the sales of CDs.
Specifically, I was asked whether the fees charged by record companies for interactive

services were sufficiently high to leave them “ahead of the game” even if interactive

webcasting substituted for 7 or 8 CD sales per subscriber.”’ My answer then, which I will
elucidate now, is that the question is based on a false premise. Copyright fees in the
interactive market cannot be explained by a calculation of whether the record companies
are “ahead of the game.” There is a large gap between being “ahead of the game” and
maximizing profits. The record companies would not set fees of $4.00 per subscriber per
month, if CD substitution were as high as 7 to 8 per year. This would not be an optimal
strategy and would yield the record companies significantly lower profits than they could
earn otherwise.

To illustrate this point, I will use the fee levels presented in my direct testimony.

For rounding purposes, let me assume that the copyright fee in the interactive market is

%0 Stan J. Liebowitz, Testing File-Sharing’s Impact by Examining Record Sales in Cities, School of
Management, University of Texas at Dallas, Second Draft: April 2006, at p. 9. Across the 99 cities the
minimum number of album sales per capita is 1.499, the maximum is 3.879, and the standard deviation is
0.440.

*! Pelcovits Test. II at 68-69.

23





PUBLIC VERSION

$3.00 per month and the profit margin per CD was $6.00.> According to Mr. Steinthal’s
logic, the record companies would be “ahead of the game” so long as the substitution
effect was less than six CDs per year. The math is straightforward: A fee of $3.00/month
times 12 months equals $36.00 in revenue per consumer per year, and that sum divided
by a $6.00 margin per CD yields six CDs per consumer per year as the breakeven point.
Thus, if the copyright fee for sound recordings used by interactive music services was
$3.00 per month, the record companies would break even if listening to an interactive
music service caused the average subscriber to buy six fewer CDs per year.

But although that math is correct, the economics are not. If the point of Mr.
Steinthal’s example was to suggest that the record companies would set the fee at $3.00 if
they believe they would be losing 6 CD sales per year for each subscriber, that would
make no economic sense. Certainly, one would not expect record companies to set a fee
lower than the amount of profit they would lose through substitution. But neither would
one expect record companies to set a fee at the break-even level. Instead, one would
expect the record companies to attempt to maximize profits based on, among other
things, the willingness to pay of the consumer.

In fact, it will almost always be more profitable to raise the copyright fees
significantly above the breakeven level. Let me explain, using the example above. If six
CD sales were lost for each subscriber, and the current fee was $3.01, then the record
companies would earn a profit of only 1¢ per month per subscriber. If the record
companies raised the fee by one penny, to $3.02, they would increase their profit, unless
the increase in the fee was passed on by webcasters to the consumers and that price
increase caused a fifty percent decrease in consumer demand. In other words, it would
make sense for record companies to double the per subscriber profit from 1¢ to 2¢ unless
they would lose half of the subscribers as a result.

It is almost inconceivable, however, that consumer demand for interactive music
services would be so elastic that a 1¢ price increase (representing less than .2% of the

total consumer price) would cause any perceptible suppression of demand, much less a

*2 In my written direct testimony, I used $5.60 as the margin per CD, based on industry sources
approximating that amount. That figure is consistent with other publicly reported figures. See Goldman
Sachs, Warner Music Group Corp., Unlocking the Value of Content Through New Distribution
Channels/Formats, June 25, 2005, at 9.
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50% drop in demand. If we engage in this thought experiment of continuing to increase
fees until the increase in profit per subscriber is fully offset on the margin by the loss of
subscribers, we will have solved for the optimal, profit-maximizing fee.

Unless the elasticity of demand is extremely high® -- well above what would be
expected for a wide range of consumer goods -- it would make no sense for record
companies to set the price in the on demand market at just above the break-even level.
Indeed, if one were to assume an elasticity of demand of four, which is well above the
demand elasticity in most consumer good markets,** there is no question that the fee that
record companies seek and obtain in the interactive music service market is predicated on
a level of substitution that is less than 2. Although the mathematics is complex, the result
is straightforward: if record companies believed that nonportable interactive services

substituted more than 2 CDs per subscriber per year, they would charge more for them.

C. Additional Evidence of the Small Substitution
Differential Between Interactive and Non-interactive
Services

Since the time of my original testimony, I have become aware of additional
evidence bearing on the question of whether and to what degree interactive music
services and non-interactive webcasting are promotional or substitutional. The NPD
Group conducts an annual Digital Music Survey. The NPD survey collects information
on the music listening habits of a representative sample of over 4,000 U.S. consumers,

including information on their purchases of recorded music in various forms and their use

3 The meaning of a demand elasticity of four is that for a 10% change in price, demand will change in the
opposite direction by 40 %.

** The price elasticity of demand for most consumer goods is very low. For example, a review of the
economics literature by The Mackinac Center for Public Policy concluded that “For most consumer goods
and services, price elasticity tends to be between 0.5 and 1.5.” MacKinac Center for Public Policy, The
Universal Tuition Tax Credit, Nov. 1997, p. 58. For information goods, like music, the elasticity of
demand for bundles of titles is also below 2.0. For example, Brynjolfsson, Smith, and Hu (2003) found that
the price elasticity of demand for a book publisher was between 1.56 and 1.79, Erik Brynjolfsson, Michael
Smith, and Yu Hu, Consumer Surplus in the Digital Economy. Estimating the Value of Increased Product
Variety at Online Booksellers, Center for Ebusiness at MIT working paper No. 176, June 2003, at 14.
Mortimer (2004) estimated that the elasticity of demand for video rentals ranged from 0.6 to 1.1 depending
on the characteristics of the titles in the group. Julie Holland Mortimer, Vertical Contracts in the Video
Rental Industry, Department of Economics, Harvard University, Apr. 1, 2004, at 37.
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of different digital music services, including music websites. The most recent survey was
conducted in December 2005.

NPD recently provided me with information on the recorded music purchases of
two different groups of customers. The first group consists of the subscribers to digital
music services, who claim they are paying more than $4.99 per month for the service. 1
used this subset of digital music service customers in an attempt to approximate results
for customers who subscribed to interactive services, as these services are generally more
expensive than non-interactive services. The second group consists of the customers who
listened to streamed music from a free website, but did not subscribe to a digital music
service. I used this set of customers to represent customers of non-interactive, i.e.
statutory, services.

I examined the survey results to see if there was any evidence to suggest that the
difference in net promotion/substitution would exceed 2 CDs per user between the two
types of uses. I was especially interested in whether the volume of purchases of recorded
music changed after the customers had joined a subscription music service or begun to
listen to free streamed music. If such a pattern existed, it would be suggestive of a
promotional or substitutional effect.

NPD asked customers how long they had subscribed to a subscription music
service or listened to free streamed music and also asked about purchases of recorded
music during 2005 and 2004. NPD provided me with a cross tabulation of the survey
results on purchases of recorded music each year sorted by the type of music service
(subscription or free streaming) and the length of time the customer was using the
service. The results of the cross tabulations are shown in the table below. They indicate
that neither listening to music streamed from a free website (i.e., statutory webcasting)
nor subscription to a music service that costs more than $4.99 per month (i.e., an
interactive music service) had an effect on purchases of recorded music significant
enough to undermine my assumption that any difference between the two equates to two
CDs or less per year. New subscribers to digital music services purchased 5.7 CDs
during 2004, compared to 5.5 CDs during 2005. New users of free streaming webcasting
services purchased 5.6 CDs during 2004 and 5.3 CDs during 2005.
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Similarly, if we look at the group of customers who had subscribed to a digital
music service or listened to music streamed from a free website for more than a year, we
find very limited evidence of changes in their purchasing of recorded music over time.
Customers who had subscribed to digital music services for more than a year decreased
their purchases somewhat over the two year period, going from 8.6 in 2004 to 7.6 in
2005. Customers who had used free streaming services for more than a year decreased

purchases from 6.9 CDs in 2004 to 5.9 CDs in 2005.

Results from NPD Survey of Digital Music

CD Purchases

Subscribed to a Digital Music Service (DMS)

2004 2005 Change
Less than One Year 5.7 5.5 -0.2
One Year or More 8.6 7.6 -1.0
Streamed Music from a Free Website but Did
Not Subscribe to a DMS in Past 12 Months

2004 2005 Change
Less than One Year 5.6 53 -0.3
One Year or More 6.9 5.9 -1.0

Source: NPD Survey of Digital Music, December 2005.

Note: Survey respondents who didn't know how long they had subscribed to a DMS or
streamed music were excluded. In addition, respondents who paid less than $4.99/month were
excluded.

Where the goal is to determine if there is a large differential in the marketplace
between the two services, one would expect to find an indication of such an effect from
data such as this. No such large difference appears. I conclude that any difference in the
promotional/substitutional effects between the benchmark and target markets is
considerably less than two CDs per year, and therefore the two CD sensitivity analysis in

my direct testimony should provide a greater allowance than necessary for this effect.

d. The Impact of the Evidence Regarding Promotion and
Substitution on the Parties’ Rate Proposals

The benchmark market for interactive music services that I used to derive a
license fee for non-interactive webcasting already took into account the effects of

promotion and substitution. Consequently, in adjusting the fees observed in the
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interactive market in order to propose an appropriate fee for the non-interactive market, 1
needed to adjust only for the difference, if any, between interactive music services and
non-interactive webcasting with respect to promotion and substitution. In my direct
written statement I assumed a difference of 2 CDs -- that is, that interactive music
services suppressed CD sales by 2 CDs more per year than non-interactive webcasting --
and I conducted a sensitivity analysis to determine the impact of a 2 CD differential.
Reviewing the evidence above, it now appears that my assumption of a 2 CD differential
was, if anything, too high:

e The evidence introduced at trial regarding listeners’ use of “buy” buttons to
purchase CDs and digital downloads demonstrates that the promotional effect of
non-interactive webcasting is exceedingly weak.

e A review of marketplace evidence suggests that a 2 CD substitution effect
would be a very large one and that the actors in that market likely assumed a CD
substitution effect of 2 CDs per year or less for interactive services.

e The NPD data indicates that the likely difference in net substitution/promotion

between interactive and noninteractive services is small -- far smaller than 2 CDs.
Taking all of this into account, I conclude that if any adjustment is made to the
benchmark interactive service rates in order to account for a differential substitution
effect, that adjustment should be less than the 2 CD sensitivity analysis explained in my
direct written testimony.

Finally, I would note that even if the Board were to conclude that there is some
promotional benefit from webcasting and were to ignore any possible substitution effect,
that does not compel the kinds of low royalty rates sought by webcasters in this
proceeding. Evidence in the market shows that record companies regularly receive
percentages of revenues that are [-] or even higher for services that pose little threat
of substituting for CD sales or sales of digital downloads and indeed are viewed by
record companies as being part of a record company’s marketing efforts. Music videos --
both on-demand and non-interactive -- have long been viewed by record companies as
having some promotional effect, but the record companies earn revenue shares from
music video services in the range of [l Mastertones provide another good
example. Record companies view mastertones primarily as a product in itself, but also as

part of their marketing efforts. Mastertones are only a short clip of a sound recording and
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are only available on cellular phones so they are unlikely to substitute for CD sales.
Despite the possible promotional benefits and the relatively little additional costs (two
factors that Dr. Jaffe claims would compel an exceedingly low rate for webcasting),
record companies receive a substantial percentage of the retail price -- generally around
[-] -- for mastertones. Thus, just as substitution for other sales is not the only driver
of the price that record companies would receive in the free market, neither is possible
promotion of other sales. Rather, as willing sellers of a valuable good, they would,
consistent with the free market, set prices taking into account what willing buyers will
pay. As shown by the various markets for sound recordings, willing sellers regularly
receive compensation similar to or in excess of what copyright owners and performers

are seeking in this proceeding.

4. Costs and Margins in the Target and Benchmark
Markets

During cross-examination, Mr. Joseph asked a hypothetical concerning whether,
if current prices, costs and profit margins all remained exactly the same, the model I used
in my direct testimony implied that the appropriate copyright fee would be negative.> 1
answered affirmatively, but my response was based on an understanding that the
hypothetical he posed was whether the webcaster would receive a negative margin if
webcasters maintained the same prices and production costs, including webcaster
margins, stayed the same at the same time copyright fees increased to the level |
recommended. That hypothetical, however, is both theoretically unsound and
counterfactual.

In order to clarify this issue, I will restate the example used in Mr. Joseph’s
question. Assuming that interactive DATs are provided in a fully competitive market at a
price of $8 and the copyright fee is $3, the production costs (including a market-based
return on capital) would equal $5. If we further assume that the production cost of non-
interactive webcasting is also $5 and the current subscription price for the service, then it

would not be possible to set the copyright fee above $1, as I have proposed, without

causing the webcaster to receive a negative margin.

33 pelcovits Test. II at 48.
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The reason I have for rejecting this hypothetical is that it falsely assumes that the
non-interactive webcast subscription price would remain unchanged if the copyright fee
were to increase. If the market in which webcasters operate is fully competitive, as my
model assumes, then the subscription fee would increase to pass through the increase in
the copyright fee on a dollar-for-dollar basis. This is a fundamental economic principle
with respect to fully competitive markets, where by assumption all firms must set price
equal to cost. Hence, as a result of passing on the increased copyright fee to subscribers,
the webcasters would experience no change in profits. My recommendation for a
copyright fee increase is therefore fully compatible with the model I used and does not
imply that webcasters will be forced to lose money.

Moreover, the hypothetical is counter-factual. As an empirical matter, webcasters
can earn a competitive return on subscription non-interactive services while paying the
increased copyright fee. Yahoo! reports a gross profit margin in the range of [.
¢ For a service priced at I ver month, the margin under the current rates
would be -], which would allow Yahoo! to absorb an increase in the copyright fee
without raising prices to subscribers, while still allowing the service to yield a large profit
margin. Whether they would choose to pass through some or all of an increase in
copyright fees, however, would depend on the competitive pressure they face in the

marketplace.

5. Application of Proposed Rates -- the Definition of
Revenue and Bundled Services

a. Overview of the Definition of Revenue

In my direct testimony I proposed using the fees paid to license copyrighted
sound recordings in the interactive DAT market for purposes of setting compulsory
license fees in this proceeding. By extension, it would be logical to be guided by the
definition of revenues in those agreements for purposes of defining revenue for the

statutory license fees. The definition of gross revenues in a typical interactive DAT

% Roback Test. at 184 (Closed Session).
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contract’’ includes revenues from several different categories, such as advertising of all
kinds, net sales of products and services sold on the service, revenues from granting
access to or use of the service, e.g., subscription fees, revenues from access to, use of, or
upgrades to proprietary software used for access to the service, e-commerce bounties or
click-through royalties, and sales of data related to users of the service.

A definition based on these categories would be consistent with the interactive
services agreements and would be appropriate for the webcasting services. For the sake
of clarity, it would be helpful to provide some additional specifics to break down these
broader categories. This is especially true because of the many different ways that
webcasters earn revenues from webcasting. Simulcasters bundle webcast advertising
with over-the-air broadcast advertising. Webcasters such as Yahoo! draw users to their
different web properties, especially their music web pages, and earn significant
advertising revenues from those sources.

To serve its purposes, a definition of revenue needs to: 1) fairly capture the value
derived by the webcaster, and use this as a revenue base, for both subscription and
nonsubscription services; 2) ensure that advertising revenues attributable to the service
are captured, even if such advertising is sold in a fashion that makes attributing the value

to webcasting difficult; and 3) make certain that bundled services are addressed.

b. Options for the Definition of Revenue

It is worth noting that DiIMA’s own witnesses present opposite views concerning
the revenues to be considered for purposes of this license. Dr. Jaffe testified that all
revenues, of any kind, direct or indirect, should be part of the revenues shared between
webcasters and sound recording copyright owners. Jaffe Test. at 131-32. In direct
contrast, Mr. Fancher proposed a definition of revenue that limited the revenue to be
considered. Mr. Fancher’s approach would have excluded revenues generated by
webcasting in several different ways, for example, by excluding revenues from software
or web pages that are at least partially derived from webcasting and vastly understating

the revenue for bundled subscription services.

37 Attached to my rebuttal testimony are the 17 agreements that were the basis of the analysis in my written
direct testimony. SX Exs. 1-17 RR.
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As an example of the first case of excluded revenues, Mr. Fancher does not
include revenues from software used to access the music service, if the software can also
do other things such as play video.”® He also does not include any benefit derived from
time and space provided on the music service to promote the other products of the on-line
service.” Similarly, Mr. Fancher would neglect the value of the music to a webcaster
that charged no subscription fee and sold little or no advertising but derived value by
driving additional traffic to other aspects of the company’s web services.* This
definition cannot be supported under a willing buyer/willing seller standard, since the
buyer would be willing to pay more than zero and the seller would demand more than
zero for the use of the music.

I find that Mr. Fancher’s approach is neither reasonable in comparison to the
agreements in the benchmark market nor in relationship to economic reasoning and logic.
I agree with Dr. Jaffe’s approach, which is to attempt to include all revenues, but
recognize that there are trade-offs to be made between capturing every bit of revenue
derived from webcasting and defining revenue with sufficient specificity to avoid
disputes.

One option is a very general definition of revenue that would sweep all

advertising revenue attributable to a service, however derived. An example would be the

SBC-Yahoo agreement, ||

B sx ex. 027 RR. (N

B 01 agrcement with XM [
I | S <026 RR.

* Testimony of Donald Fancher, Vol. 23, June 22, 2006 (“Fancher Test.”) at 270-276.
% See e.g. Fancher Test. at 268, 287, and 292.
0 Fancher Test. at 287.
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The second option is to provide a more specific definition of revenue with
concrete categories that provides better guidance to the participants. It must be
recognized that such a definition may exclude some revenues that should be counted.*!
I believe this second approach to the definition of revenue is consistent with the
marketplace agreements that I have reviewed. Such a definition would seek to specify
revenues derived from webcasting and, where revenues are likely derived from both
webcasting and other services (such as advertising sold together for both over-the-air
broadcasting and webcasting or advertising on web pages that offer both webcasting and
other music services) to fairly attribute those revenues. I have reviewed the definition
proposed by SoundExchange and believe that it seeks to achieve those objectives while
providing greater specificity to webcasters and being consistent with the revenue

approaches in free market agreements.

C. The Problem of Bundled Services

Based on my review of the evidence, it is probably necessary for the CRB to set a
separate rate for bundled services, i.e., services such as AOL’s subscription service and
the SBC-Yahoo! service in which a webcaster makes available its webcasting service
(generally commercial-free) for a fee as part of a broader array of services that are
offered to consumers with their Internet access.

Bundled services are different from non-subscription services in that webcasters
are being paid for access to the services and in most cases forgo advertising on such
services. Thus, they are more like subscription services. Because of their bundled
nature, however, it may be difficult to determine the revenues the webcaster is receiving
for the webcasting part of the service.

As an initial matter, Mr. Fancher’s approach to bundled services makes no
economic sense and is totally at odds with the willing buyer/willing seller concept. Mr.
Fancher proposes to use the ad revenue from a free service provided by the webcaster

(possibly one with fewer channels and less music because it is peppered with advertising)

*! There is an obvious trade-off between the completeness of the revenue definition and the percentage of
revenue the CRB selects (presuming it concludes that such an approach is appropriate as part of the rate to
be applied). The Board could choose a narrower, more specific definition of revenue and could address the
revenues missed by increasing the percentage to be applied.
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as a proxy for the revenues ascribed to a subscription service that bundles music and
other products. Under Mr. Fancher’s approach, the revenue base for a webcaster offering
a bundled product that includes 150 high-bit-rate, commercial-free channels would be
based on the ad revenue from its 50-channel, low-bit-rate service.*” This approach is
flawed, because it ignores the economic value that the webcaster receives from inclusion
of commercial-free music in the bundled service.

SoundExchange’s proposed definition of revenue reflects a better approach. In
the situation where the webcaster also sells a materially similar service to consumers for a
price, SoundExchange proposes to base revenues for purposes of calculating the
percentage of revenue component of the “greater than” formula on the amount that a
consumer would pay for the same service on an a la carte basis. In that situation, under
the rate structure that SoundExchange proposed, the webcaster would then pay the
greater of the a la carte price times the percentage of revenue factor, a per subscriber
minimum, or a per performance amount.

For situations where the webcaster bundles a service that it never sells directly to
consumers on an ala carte basis, it is necessary to come up with a different methodology.
In such circumstances, it may be more difficult to determine an appropriate revenue base
from which to calculate a percentage of revenue (because the service has no a la carte
price). In this narrow category of circumstances, it may be appropriate to use a rate
structure different from the three-pronged rate structure that I discuss in my written direct
testimony. One possibility is to use a per performance rate alone. This rate should be
adjusted upward to offset the sacrifice by the record company of any greater amount it
could otherwise have collected from either of the other two components of the “greater
of” formula.

To calculate this uplifted per performance rate, I would recommend starting at the
rate that I derived in my written direct testimony -- $.0019 per performance. The reasons
why SoundExchange has offered a reduced rate in the early years of this license do not
apply to bundled services, where webcasters are getting paid a fee for a commercial-free

service.

*2 Fancher Test. at 298-299.
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SoundExchange has proposed a 25% increase to this rate. This approach has

some marketplace precedent. Indeed, (|

Finally, I would note that this approach to bundled services reflects a point that is
important for the CRB’s consideration. If the CRB determines to select a single metric
for all webcasting services (rather than a ““greater of” rate structure which I recommend
and which is the norm in industry agreements), the only logical choice is a per
performance metric. A rate structure based solely on a percentage of revenue or a “lesser
of” percentage of revenue and a per performance amount would almost certainly result in
SoundExchange receiving much less than fair market value. As has been shown in this
case, webcasters are able to earn revenues in many different ways, to “hide” them
through bundled services or “indirect” advertising revenues, or to avoid showing revenue
by throwing in webcast advertising as an enticement to persuade advertisers to buy over-
the-air broadcast advertising. Although I believe a rate structure based solely on the per
performance metric is inconsistent with the free market, if the Board determined that it

was preferable to go only with one metric, that would be the only logical choice.

d. Conclusion

In summary, I propose that the definition of revenue adopted in this proceeding
should be based on the definition used in the benchmark market, and appropriately
modified to recognize the benefits accruing to the webcaster from the use of music for
bundled subscription services and the value to the overall business of the webcaster
derived from non-subscription music services. The definition proposed by

SoundExchange is consistent with that approach.

I continue to believe, as I explained in my written direct testimony, that the custom radio agreements are
not a good benchmark because the rates therein are so affected by the royalty rates determined in
proceedings such as these. Nonetheless, this agreement shows one way to address the problem of bundled
services.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the
best of my knowledge.

Michael Pelcovits
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